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THE ACCOUNTANT’S 


‘WRITE’ HAND 


What special duties does an accountant demand in a 
fountain pen? It must be a pen of light touch, that will 
not tire the hand, and one that will write fine uniform 
figures. It must not blot nor flood but provide a ready and 
free flow of ink under all circumstances, and all of us 
demand a pen that will not sweat and soil the fingers, and 
that may be carried in any position without leaking. 


THE ““SSWAN SAFETY ’”’ 
POSTING FOUNTPEN 


fully meets all of these requirements. The nib is specially 

built to write without pressure and only needs to be guided. ‘ 
Writer’s cramp is unknown even after long sessions of 
writing, and so little ink is deposited that blotting is un- 
necessary. 
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Size 2, $3.00 Size 3, $4.00 Size 4, $4.50 Size 5, $5.50 


At stationers and jewelers. or from the makers 


MABIE, TODD & Co. 


17 Maiden Lane 209 S. State Street 
New York Chicago 


Let us loan one on trial for ten days without obliga- 
tion to purchase. We know if you use one for ten days i 
you would not be without it. 





When writing to advertisers kindly mention THe JourNaL or ACCOUNTANCY, 
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AMERICAN INSTITUTE OF ACCOUNTANTS* 
BOARD OF EXAMINERS 


Auditing + 
JUNE 14, 1917, 9 A. M. TO 12.30 P. M. 


The candidate is required to answer all of the follow- 
ing questions: 


1, What do you understand to be meant by a balance sheet 
audit? What is its scope? 


2. The officers of a company of which you are the auditor 
elected by the stockholders submit to you for audit a bal- 
ance sheet in which the following item appears: 


Miscellaneous reserves (including 
premium on stock)...........sseee- $248,000.00 


On investigation you find the item is 
made up as follows: 


Get DORNIOE. 6 os ccocaseccccnssacesne $86,000.00 
Operating reserves ..........sseeeeeee 6,000.00 
Provision for plant depreciation...... 46,000.00 
Provision for amortization of lease- 

DED dn cbesccedseaibdadecuhasesesene 40,000.00 
Provision for bad debts.............+- 36,000.00 
Premium on capital stock sold........ 34,000.00 

$248,000.00 


*This and five succeeding papers copyright, 1917, by American Institute of 
Accountants. 


tQuestions in auditing were the same for both classes of applicants. 
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What recommendation would you make to the officers and 
what course would you take if your recommendation were 


not followed? 


3. In auditing the accounts of a corporation, for the first year 
of its existence, what records and documents should be 
examined in addition to the books of accounts and the 
vouchers ? 

4. What steps should an auditor take to ensure, as far as pos- f 
sible, that accounts presented to him for audit contain all 
the liabilities of the company? 

) 


5. You are appointed auditor of a charitable institution sup- 
ported by annual subscriptions and other gifts. What 
steps would you take to verify the accounts submitted to 
you. Draft a certificate such as you would give if the 
results of your audit were entirely satisfactory. 


6. To what extent do you think it is necessary to verify the 
outstanding capital stock of a corporation and what pro- 
cedure would you follow in such verification? 


7. State what you consider to be the most important special ) 
problems arising in one of the following classes of audits 


and how you would deal with such problems: 


(a) Stock brokers. 
(b) Moving picture producers. 
(c) Breweries. 

(d) Clubs and institutions. 

(e) Retail stores. 

(f) Land companies. 

(g) Executorship accounts. 


8. What steps should be taken to verify the cash balance ap- 
pearing on a balance sheet of a company in whose cash 
book bank and cash transactions are kept together where i 
the auditor has not had the opportunity of making the 
verification on the date of the balance sheet? To what 
points should special attention be given? 
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9. What is meant by a qualified certificate? Give an illustration 
of a case in which a qualified certificate might properly be 
given and draft a qualification applicable to that case. 


10. An inventory is submitted to you certified by the manager of 
a business. Mention some of the principal steps you would 
take to confirm the correctness of the inventory figure 
appearing in the balance sheet. 
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AMERICAN INSTITUTE QF ACCOUNTANTS 
BOARD OF EXAMINERS 


Commercial Law* 
JUNE 14, 1917, 1.30 P. M. TO 4.30 P. M. 


The candidate may select any ten of the questions sub- 
mitted but must not answer more than ten. The intelli- 
gence disclosed by the answers will materially affect the 
markings. 


1. State all the legal requisites of a valid sale. 


2. What is the provision of the statute of frauds with respect 
to sales of goods, wares and merchandise? 


3. Define or describe void, voidable and unenforcible contracts. 
4. What simple contracts are required to be in writing? 


5. A contract executed and delivered in California is the sub- 
ject matter of a suit in New York. What laws will govern 
the validity of the contract, and what laws will govern 
the remedy? State the rule in such cases. 


6. State all of the essential legal requirements of a contract 
constituting a valid negotiable note. 


7. Are the following notes negotiable or not? Give reasons. 


(a) No date, nor place. 
I promise to pay to bearer One Hundred Dollars. 
Signed A. B. 


(b) January 5, 1917. 
Due A. B. or order on demand One Hundred Dollars. 
Signed C. D. 


(c) Chicago, Sept. 5, 1916. 
On or before Dec. 1, 1916, I promise to pay to C. D. or 


order One Hundred Dollars. 
Signed A. B. 


*Questions in commercial law were the same for both classes of applicants. 
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(d) New York, April 10, 1916. 
ce cetlases cs I promise to pay to the order of C. D. 
{ One Hundred Dollars. 


Signed A,B. 


New York, April 10, 1916. 
Thirty days after date I promise to pay to the order of 
C. D. One Hundred Dollars. 


Signed A. B. 
Endorsed in blank “without recourse.” C. D. 
) What does the endorser warrant by his endorsement ? 


9. What is the legal significance and effect of the word “nego- 
tiable”’ when applied to commercial instruments? 


| 10. What is considered a reasonable time for the presentation for 
payment of a check? 


11. Under what circumstances may a director incur a personal 
liability in respect of dividends paid by a corporation ? 


} 12. To what extent are dividends received by (a) an individual 
and (b) a corporation subject to payment of tax by the 
recipients under the income tax law of 1916? 


Answers to the following questions may be based on 
any statute of any state or on the principles fundamental 
to all corporations, in the absence of any statute: 


\ 13. Have directors of a corporation the right to rescind, alter or 
amend by-laws adopted by stockholders? If so, state 
under what conditions. If not, why not? 


} 14. To what extent may directors delegate their powers to an 
executive committee? Give reasons for your answer. 


\ 15. Have directors the power to vote or pay increased salaries 
to officers for past services rendered in the usual and 
ordinary course of business? Give reasons for your 

) answer. 


16. How far are by-laws binding upon strangers: 
(a) When they have no notice of them? 
(b) When they have notice of them? 
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AMERICAN INSTITUTE OF ACCOUNTANTS 


BOARD OF EXAMINERS 
Examination for Admission as Member 


Accounting Theory and Practice—Part I. 
JUNE 15, 1917, 9 A. M. TO 12.30 P. M. 


Candidates are required to answer questions one and 
two and one of the three remaining questions but no 
more. 


1, A, B and C formed a partnership. A agreed to furnish 
$10,000, B and C each $7,000. A was to manage the busi- 
ness and receive one half of the profits; B and C were each 
to receive one fourth. A supplied merchandise worth 
$8,500, but no additional cash. B turned ovef to A, as man- | 





aging partner, $9,000 cash, and C turned over $5,500. The 
business was conducted by A for some time, but without 
keeping exact books. While managing the business A pur- 
chased additional merchandise amounting altogether to 
$75,000 and made sales of $100,000. The cash received 
and paid out for the partnership was not kept separate 
from A’s personal cash. In order to straighten out matters, 
B took over the management. He found receivables 
amounting to $20,000, and of these he collected $4,500. 
The merchandise still on hand he sold for $500. These 
receipts he deposited in a bank to the credit of the firm. 
The remaining accounts proved worthless. The outstand- 
ing accounts payable amounted to $2,000, of which $1,500 
had been incurred in purchasing merchandise and $500 for 
expenses. These accounts he paid. A presented vouchers f 
showing that during his management he had paid other 

expenses of $2,400. By mutual agreement B was held to } 
be entitled to $100 on account of interest on excess capital 
contributed and A and C were to be charged $75.00 each 
for shortage in contribution of capital. 
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(a) Prepare trading and profit and loss accounts and ac- 
counts of each of the partners, indicating the final adjust- 
ment to be made in closing up the partnership. (b) Show 
how the above final adjustment would be modified if A 
proved to have no assets or liabilities outside the part- 
nership. 


Write a reply to the following letter and prepare a statement 
as requested therein: 


7 SMITH AND JONES. 
Dear Sir: 


Our bank has asked us for a statement for credit purposes. 
Will you please prepare one for us? 

Our plants stand at their cost price, which is $60,400. We 
have set up a reserve for depreciation of $10,200. There is a 
mortgage for $20,000 on the plant and interest on the mortgage 
is at 6 per cent and is paid up to 3 months ago. We hold 
$10,000 of notes receivable and have discounted $25,000 of 
notes with the bank. Our accounts receivable, which we con- 
sider good, amount to $18,000, including $3,000 due from one 
of our employees on personal account. Our trade accounts 
receivable are subject to 5 per cent discount if paid at due 
date, and only $1,000 is now past due. Our accounts in sus- 
pense amount to $4,000. I believe these are 50 per cent good. 
We have ordered a new machine to cost $6,000, but it has not 
yet been delivered. We have endorsed a note for $6,000 for 
our friends, the A. B. Co., but I am confident they will take 
care of it when it is due. Our accounts payable amount to 
$4,200. Our insurance amounts to $400 a year and has six 
months to run. We have a note at the bank for $5,000, inter- 
est paid to date. We own 50 shares of stock in the company 
from which we buy raw material. They cost us $2,800 and 
are surely worth it, though we might have some difficulty in 
selling them in a hurry. Our inventory is taken at a low 
selling price, which is 10 per cent more than it cost us. The 
amount is $17,600. In addition we have a special contract for 
one of our customers. The contract price is $25,000. We 
have spent $12,000 on it and expect to have to spend $4,000 
more, and we have received $10,000 on account. Our cash in 
bank is $4,800 and cash in hand $200. 

I have told you all the facts I think you need. Perhaps 
some are not required, but I want to give the bankers all the 
information they ought to have in the way they expect to 
get it. 

I do not, of course, expect you to accept any responsi- 
bility for the figures in the statement, but simply to prepare 
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the statement in the best form you can from this letter. If 
you have any suggestions as to how I can better meet the 
bank’s requirements let me have them. 








(Signed) H. A. SMITH. 
3. 
BALANCE SHEET OF A. 
Property leases and Capital stock. .........0. $400,000 
FR |” 100,000 
I td cic te bwiilgie’ 81,791 Sundry creditors........ 59,975 
Merchandise inventory.. 126,538 Surplus ................. 135,886 
Sundry debtors......... 54,642 Pension fund........... 5,460 
Sinking fund assets..... 11,690 Sinking fund............ 11,690 
Cash on hand........... 20,204 Profit and loss.......... 51,987 
$764,998 $764,998 
BALANCE SHEET OF B. 
IN ls sadn ee ast aa bee $51,195 Preferred stock......... $800,000 
Investments: Common stock.......... 123,000 
Short time loans........ 108,000 Surplus ................ 160,000 
Stock of A at par....... 100,000 Accounts payable....... 141,235 
Stock of C at par....... 20,000 Notes payable.......... 4,728 
Bonds of Company A Profit and loss.......... 217,254 
ee eee 50,000 
Railroad and other 
bonds at present value 126,070 
Merchandise .... 366,437 
Sundry debtors......... 15,563 
Prepaid expense........ 12,715 
Goodwill and trade 
RD: 5 cxddnbwenancves 422,900 
Plant and machinery... 173,337 
$1,446,217 $1,446,217 
BALANCE SHEET OF C, 
Land and buildings..... $41,438 Capital stock............ $120,000 
Machinery ............. i MED itnguviadccebions 30,675 
Merchandise ........... I i 34,000 
Office furniture......... 50 Dividend declared....... 1,650 
GD cnvalaesstcccccbess 14,730 Accounts payable....... 5,879 
Accounts receivable..... 21,245 ~=Profit and loss.......... 12,343 
Goodwill at cost........ 81,867 
Bonds of Company A, 
5,000 at cost.......... 5,030 
$204,547 $204,547 
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Company D is organized for the purpose of consolidating 
the three companies whose balance sheets are given above, 
engaged in allied businesses. Company D is authorized to 
issue $2,000,000 preferred stock, and $350,000 common 
stock. It arranges to buy stock of the subsidiary companies 
on the following terms: 





For EACH SHARE OF Is OFFERED OF 
D. Preferred Stock D. Common Stock 
A. stock 1 share ¥ share 
B. preferred 2 shares 
B. common 1 share 
C. stock 1 share % share 


On these terms D acquires $290,000 of A stock, all the pre- 
' ferred stock of B, $100,000 of common stock of B, and 
} $100,000 of C stock. The stock bought was obtained from 
individual holders, the stock of A and C held by B, as well as 
some stock held by non-consenting stockholders, not being 
} acquired. The remaining preferred stock of D was held by 
the company. The rest of the common stock authorized was 
sold for cash at par. The expenses of organization amounted 
} to $5,000 and were paid in cash. 


Of the accounts receivable held by C, $20,000 were due 
| from B. Of the sundry debtors on the books of B, $5,500 
were due from A. 


Company D also issues $500,000 bonds which it sells at 105 
and pays $500,000 cash for a plant which it buys direct. 


} Prepare a consolidated balance sheet. 


) 4. A, B and C were in partnership, A’s capital being $90,000, 
B’s $50,000, and C’s $50,000. Their agreement is to share 
profits in the following ratio: A, 60%; B, 15%; C, 25%. 
During the year C withdrew $10,000. Net losses on the 
business during the year were $15,000, and it is decided to 
close out the business. It is uncertain how much the assets 
) will ultimately yield, although none of them is known to 
be bad. The partners therefore mutually agree that as the 
assets are liquidated, distribution of cash on hand shall be 
made monthly in such a manner to avoid, so far as 
feasible, the possibility of paying to one partner cash which 
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he might later have to repay to another. Collections are 
made as follows: May, $15,000; June, $13,000; July, 
$52,000. After this no more can be collected. Show the 
partners’ accounts, indicating how the cash is distributed in 
each instalment, the essential feature in the distribution 
being to observe the agreement given above. 





5. A machine costing $81.00 is estimated to have a life of four 
years, with a residual value of $16.00. Prepare a statement 
showing the annual charge for depreciation according to 
each of the following methods: 


(a) Straight line. 
(b) Constant percentage of diminishing value. j 
(c) Annuity method. 


(For convenience in arithmetical calculation assume the 
rate of interest to be 10 per cent.) 


Discuss the significance of each of the methods. 
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AMERICAN INSTITUTE OF ACCOUNTANTS 


1, 


BOARD OF EXAMINERS 


Examination for Admission as Member 


Accounting Theory and Practice—Part II. 
JUNE 15, 1917, 1.30 P.M. TO 4.30 P. M. 


Candidates are required to answer six of the following 
questions but no more. 


A corporation was formed which acquired several plants, 
issuing therefor $17,000,000 bonds and $24,000,000 stock. 
It was well known at the time that this capitalization ex- 
ceeded the true value of the assets (including goodwill) 
acquired, to an extent of $11,000,000. In the first year, after 
paying expenses and interest on bonds, the business yielded 
considerable net income. May such net income be used to 
pay dividends, or must it be first applied towards making 
up the $11,000,000? 


(a) Explain in full the theoretical difficulties in regard to 
each of three commonly used methods of distributing 
overhead burden in cost accounting. 

(b) Show how the appropriateness of each system may be 
affected by the nature of the business in which it is 
employed. 

(c) Give briefly your views on the proper treatment of “Idle- 
time.” 


Discuss the propriety of writing off goodwill, giving your 
reasons in full. 


What are organization expenses? How are they to be treated 
in accounts? At what point do expenses cease to be or- 
ganization expenses and become operating expenses? 

Is the deficiency in the early years of a corporation’s activities 
(whether an actual loss or a deficiency between the earn- 
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ings and the normal rate of return) similar to organization 
expenses? How should such deficiencies be treated in the 
accounts? To what extent is such a deficiency similar to 
interest paid during construction? Should such deficiencies 
be carried on the balance sheet? If so, should they be 
written off, and how and when? May the deficiencies rep- 
resenting the difference between actual earnings and normal 
rate of return be capitalized, in the strict sense of having 
capital stock issued to a corresponding sum? State clearly 
just who is affected, and how, by the different methods of 
treating the items mentioned above. 





eR er 


5. Explain the relationship between a sinking fund and an allow- 
ance for depreciation. It is claimed that in municipal enter- ; 
prises the requirement that rates must be high enough to 
provide both for a sinking fund to pay off the bonds and 
also for a “Reserve for Depreciation” with which to replace } 
the plant results in a double charge to consumers. Criticize 
or explain this theory. 


6. Argument has been strongly urged that aside from any ques- 
tion of possible mismanagement, or of the difficulty of 
making satisfactory investments to yield the same rate as is 
paid on the bonds, a sinking fund for bonds is more expen- 
sive than an arrangement for the serial repayment of bonds. 
This is illustrated by the case of $20,000 5% bonds. If 
these are paid off in a series, one each year, the total pay- 
ment made will be principal $20,000, interest $10,500, 
total $30,500. The annual sinking fund to pay these bonds 
would on a 5% basis amount to $604.85, making in twenty | 
years $12,097, and the interest paid on the bonds would be 
$20,000, total payments $32,097. The apparent excess 
burden is accordingly $1,597. 

Discuss the above argument and show clearly just what the | 
figures mean and in what the apparent saving actually con- 


sists. i 


7. When a corporation undertakes its own construction work on 
what basis is it permissible for it to make charges to prop- 
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erty account in respect thereof? On what basis would you 
personally recommend that the charges should be made? 
Give your reasons. 





8. (a) How would you deal in the balance sheet of a corpora- 
tion with shares recovered from a vendor to whom 
they had been issued as fully paid and who had re- 
turned them in settlement of a claim for fraudulent 

: misrepresentation in respect of the property sold by 
him to the corporation ? 


(b) How would you deal with these shares for the purposes 
of a dividend? 
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AIMERICAN INSTITUTE OF ACCOUNTANTS 
BOARD OF EXAMINERS 
Examination for Admission as Associate 


Accounting Theory and Practice—Part I 


JUNE 15, 1917, 9 A. M. TO 12.30 P. M. 


Candidates are required to answer questions one and 
two and one of the remaining three questions, but no 
more. 


1, The firm of A and B have the following statement : 


EE dete kc wintenenat $15,000 Accounts payable......... $10,000 
Accounts receivable...... 12,000 Bills payable............. 5,000 
Di iddinbepnimishdaenens ie el ee Ringed 30,000 
Furniture and fixtures.... 2,800 B Capital................. 35,000 
PEE co cesccacescce 37,000 


Miscellaneous equipment. 4,200 








$80,000 $80,000 


C is admitted as a special partner with the following arrange- 
ment : 


C to contribute $30,000 and to be entitled to one-third of 
the profit for one year. Before making the contribution the 
following changes to be made in the books: store to be 
marked down 5 per cent; allowance for doubtful accounts to 
be created amounting to 2 per cent; merchandise to be 
revalued at $35,000; furniture and fixtures to be valued at 
$2,500. At the end the amount of goodwill is to be fixed at 
3 times the net profits for the year in excess of $20,000, this 
goodwill to be set up on the books, the corresponding credit 
being to A and B equally—A, B and C each to draw $3,000 
in cash, the remaining profits to be carried to their capital 
accounts. 
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_ During the year the following transactions took place: 


Merchandise bought on credit............eeeeeeeeeees $240,000 
CU IOIIOE abc dk inc cue bndagsckonemeeresnawssdcnan 25,000 
BID 6 F600 6c incadiensche> bind one aeeee 125,000 
RO ie GI, ncn 4600tsécastinnsesieinsasedsedeions 175,000 
Accounts payable paid (face $245,000, discount 2 per 

GOED ons 000000080000080 nbditebdssecetarsaeneseesen 240,100 
Accounts receivable collected (face $170,000, all net 

except $50,000 on which 2 per cent allowed)....... 169,000 
Buying expenses, paid cash...............seeeeeeeeees 1,500 
Selling expenses, paid cash...........esscecceeccceees 21,000 
Delivery expenses, paid cash.............ceeeeceeeees 9,000 
Management expenses, paid cash...........-.++++00e 4,500 
Miscellaneous expenses, paid cash..........+++e++0e5 3,000 
Interest on notes payable, paid cash..............++++ 250 


Partners each withdrew $3,000 cash as agreed. 


In closing the books for determining profits and goodwill the 


following were agreed upon: 


Value of merchandise on hand...............eeeeeeees $60,000 
Deeeecieie GW GAME c oocescccc ce cbcvccadsccconcesere 285 
Additional allowance for doubtful debts............... 165 
Furniture and fixtures written down.................6. 200 


Goodwill having been estimated and duly entered C then con- 
tributes enough cash so that his capital account equals just 


one-third of the total capital. 


Prepare statements showing how the accounts are to be ad- 


justed and the balance sheet after the final adjustment. 


BALANCE SHEET OF AB 


Real estate............ $140,000.00 Capital ...........60. $229,652.00 
Equipments .......... 75,150.00 Mortgages on real 
FURS incsizencsiavs 54,700.00 estate ............--. 75,000.00 
Investments .......... 33,500.00 Accounts payable..... 124,615.24 
GE bib che nieissoaten 4,348.64 Notes payable......... 80,000.00 
Notes receivable...... 2,479.75 Reserve for deprecia- 
Accounts receivable.. 31,108.15 ie. ok ceucece debs 821.00 
INVOREORIES «0500800 81,423.70 
COGENT 6 onc ccesccucs 40,000.00 
Trading losses........ 47,378.00 

$510,088.24 $510,088.24 
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AB, whose balance sheet appears above, having been unfor- 
tunate in business, goes into liquidation. Prepare statement 
of affairs and deficiency account. 

The real estate is valued at $90,000, the equipment at 
$30,000. The patents are considered worthless, with the ex- 
ception of one thought to have a market value of $5,000. 
Bonds, with a par value of $27,500, were pledged to secure a 
collateral loan of $25,000. These have, however, shrunk in 
value so as to be worth at present prices only $22,000. In- 
cluded in investments are $5,000 other bonds which are 
clearly worthless; the other investments have a doubtful value 
of 50 per cent. The notes receivable are thought to be good. 

Of the accounts receivable $10,000 are known to be good, 

$5,000 are known to be bad, and the remainder are expected 

to pay 80 per cent. The inventories are estimated as worth 

not more than half of their book value. Goodwill is purely 

fictitious. Interest accrued on the mortgage is $800, on notes 
payable, $523. Wages accrued are $1,200. 

Assuming the foregoing estimates of value are correct and 
the expenses of liquidation amount to $3,000, what per- 
centage of their claims will the general creditors receive? 


3. A company organized with $1,000,000 capital stock which it 
placed at par, and $1,000,000 5 per cent bonds which it sold 
at 90, this being a 6 per cent basis. It paid to contractors, 
etc., for construction $1,800,000 and this amount of invest- 
ment ran, on the average, for one year before the property 
was ready for operation. When operation began the com- 
pany had therefore paid one year’s interest on the issue of 
bonds. No dividends were paid on the stock. In addition 
to the sum named above the company also paid $10,000 for 
legal expenses in connection with incorporation and $5,000 
for franchise and other fees. 

How should the accounts appear when the property was ready 
for operation? 

4. A corporation having issued its capital stock at par buys 1,000 
shares at 95. It later sells 500 of these shares at 98, and 
300 at 85, and 200 at 101. Give the journal entries covering 
these transactions. 


How should the items appear onthe balance sheet imme- 
diately after purchasing the stock, and immediately after 
each of the sales? 
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5. The following items represent the combined statement of all 
the national banks. Rearrange them in the form of a 
balance sheet. You need not follow the form used by the 
Comptroller of the Currency, but make a balance sheet in 
the form that seems the most desirable. 


Banking house, furniture and fixtures............... $160,800. 
Bills of other national banks..............02 csecsees 31,200. 
ee ii. 0155 Ea bededdsnssceebstasicee beeen 44,700. 
EE RII 6 oi ctcccenpnencnrisdenvévietacdiiens 60,000. 
RA, ROI, CN on ikievne euddwnssdiiie hes baaneon 700,300. 
CNG UIE GD BBs on occtenvcescudunseensecennaeed 896,400. 
Cashier’s checks outstanding. ............0cececceees 1,000. 
CI CIID onc eeitenccdcscccccccscusasss stnesane 1,000. 
Checks and other cash items. ........00c0ce sccccces 26,900. 
Ce cnc ccawssoncdantuicadasans cbemnuee 551,900. 
Demand certificates of deposit............. cece cece 1,000. 
Deposits of U. S. disbursing officers.............+.. 17,800. 
ee a Pn! eee Pee PRE ee 1,600. 
Due from approved reserve agents..........+e+eee0s 614,500. 
Due from other national banks................ee0.: 334,600. 
ee re ere 123,000. 
Due from the Treasurer of the U. S.............005 4,700. 
Due to approved reserve agentS.........ssee ceeeeees 38,100. 
Due to other national Dams. 2... 0.2.<cccccesesevcece 823,000. 
Tene Beh Wine TN oii oe cis oss csacccsdcdawenrsess 395,800. 
Roane Oi Geese GRIN, 05.006 6:0.00009s8050000 c0ncners 337,900. 
Exchanges for the clearing house.................. 190,600. 
PEE GIT ns 00s cicncacncess st centesesent 2,300. 
Individual deposits subject to check. ...........-.4.- 4,315,000. 
Lawful money reserve in banks............0eeseees 701,600. 
Emin Oe GI, 6.00060 00cs cnienscacesdccensicas 4,678,600. 
Notes and bills rediscounted. ............05+ eesecees 14,400. 
Bonds (other than U. S.) to secure U. S. deposits... 68,200. 
Caen TINS «oo 0scsncacicedesciwecctiedecenesnees 6,900. 
Real estate owned other than banking house....... 20,200. 
TT TE oe yl eee 30,500. 
Premium on bonds for circulation............sse00- 14,600. 
Redemption fund with the U. S. Treasurer......... 27,300. 
Deencees Gir CRs incincdne ts vice 0ie0ceskseeneteannde 4,400. 
State bank circulation outstanding..............06+. 100. 
ey Ga ani ik cccnndecedenctasckctestiendbinsins 548,300. 
Time certificates of deposit..........0.eeeeeeeeeenes 1,000. 
CE ORIG ove dic ccccivccnsccsvocnsetesunnns can 186,600. 
UE: Se De C0 BOE one nckn cc cecccesiessensdessoves 7,400. 
U. S. bonds to secure circulation........... ..ee000- 557,300. 
U. S. bonds to secure U. S. deposits. .......0e+eeees 95,600. 
TD, B. GRRE occ cece ccscccnsnsescccs venecsdsceneses 143,300. 
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AMERICAN INSTITUTE OF ACCOUNTANTS { 
BOARD OF EXAMINERS 


Examination for Admission as Associate 


Accounting Theory and Practice—Part II. 
JUNE 15, 1917, 1.30 P. M. TO 4.30 P. M. 


Candidates are required to answer six of the following 
questions but no more. 


1. In the process of consolidating several competing establish- 
ments, Corporation A, the holding company, acquires 
$98,000, out of a total of $100,000, of the capital stock of 
Company B. At the time of the purchase the balance 
sheet of Company B showed surplus and undivided 
profits of $50,000. Company A bought the stock of B at 
200%. Almost immediately after the purchase Company 
B paid a cash dividend of 25%. In what ways would the 
payment of this dividend affect (a) the balance sheet of 
B; (b) the balance sheet of A; (c) the consolidated bal- 
ance sheet of A and its subsidiary companies ? 

Give your reasons for your answer. 


2. The balance sheet of a corporation shows the following credit 
balances : , 


Reserve for depreciation 

Reserve for extension of plant 

Reserve for bad and doubtful debts 

Sinking fund reserve 

Insurance reserve 

Reserve for pensions i 
Reserve for contingencies 

Reserve for taxes 


What would you assume to be the nature of each of these 
items? Can better terms be substituted for any of those 
used? In what circumstances would each of the above ac- 
counts be debited, and when debited what would be the 
corresponding credit? If the business were to be sold for 
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the amount of its net worth as shown by the balance sheet 
which of these items would represent a proper addition to 
the capital stock in determining the selling price? 


3. A machine costing $10,000 was estimated to have a life of 


ten years, with a residual value of $1,000. At the close of 
each year a charge of $900 was made and a similar amount 
credited to “Reserve for Depreciation.” Just prior to 
closing the books at the end of the tenth year the machine 
was discarded and sold, bringing $2,000, and a similar ma- 
chine was bought costing $15,000. Give the journal entries 
that you would make to close the books at the end of the 
tenth year in order to cover these transactions and to make 
necessary adjustments. Interest is not to be calculated. 


4. How should the following items be treated in the balance 


sheet : 


Notes receivable endorsed and discounted at a bank; 

Accommodation endorsements made for friends; 

Contracts for future delivery at a stated price, the work being 
in part completed, and in part, but to a smaller percentage, 
paid for: 

Guarantee given that machinery sold will last five years? 


5. A company is under obligations to pay $10,000 to sinking 





fund trustees “out of profits.” The following transac- 
tions take place. 


1914 
Dec. 31 $10,000 cash paid to sinking fund trustees. 

1915 
Jan. 5 Trustees invest in $10,000 of the 5 per cent bonds of 

, the company at 98 and interest (from Jan. 1). 

July 1 Coupons on above bonds collected. 
Dec. 31 $10,000 paid to sinking fund trustees. 

1916 
Jan. 1 Coupons collected. 

2 $11,000 bonds bought for sinking fund at 95. 
July 1 Coupons collected. 
Dec. 31 $125 paid for expenses of sinking fund. 
31 $10,000 paid to sinking fund trustees. 

1917 
Jan. 1 Coupons collected. 
Jan. 10 $10,000 bonds bought at 101 and interest. 
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Give the journal entries on the company’s books for the above ; 
transactions. 


6. A company which keeps no perpetual inventory records but 
takes an inventory annually on Dec. 31, suffers a fire loss 
on March 1. How would you proceed to compute the in- 
ventory on hand at that date? 


7. In preparing a balance sheet of a corporation how would 
you classify or deal with securities 


(a) representing the entire ownership of a plant. 

(b) representing an interest in a competing company. 

(c) representing the investment of a sinking fund. 

(d) representing the investment of a temporary surplus of 
cash. 

(e) stocks or bonds issued by the company itself? 


8. What are the main objects to be sought in arranging the dis- 
tribution of the work of the treasury and accounting de- 
partments of a business? What general lines of distribu- 
tion would you adopt to attain these objects? | 


(Candidates are not expected to explain methods in detail 
or draw forms). 








Theory and Practice 
By Hersert Beck, C. P. A. 





“He (Arnold) prided himself not upon telling the truth, but upon 
telling the unpopular half truth.” 


G. K. Chesterton. Introduction to Matthew Arnold’s Essays. 





A banker is a dealer in credit. When a panic impends it is the 
duty of the banker to extend rather than to contract his loans. 

Depositors in banks are entitled to government protection, 
determining the percentage of reserve that must be held against 
their deposits. 

The first sentence can be taken for our purpose to represent 
the theory ; the second the practice of banking in the United States. 

In theory the banker does not deal in his customers’ money, but 
in his own credit. The higher his credit the larger the funds that 
his customers commit to him to dispose; the better the protection 
his banking skill enables him to extend, the higher his credit 
becomes. Granted human perfection the theoretic arrangement is 
best for banker, client and general public. The need of protecting 
reserves arises not from the theory being bad, but from the 
human element in the banker. 

The necessity of regulation is moreover not an unmixed 
blessing. The maintenance of a fixed percentage of reserves to 
deposits curtails the power to extend credit in times of panic, and 
encourages stock and produce gambling through the concentration 
of call money in a limited number of centres. The remedy 
provided by the federal reserve banks for the evils of the old 
national bank act is one of degree only. The theory still holds 
good, however nearly the compromise may come to securing 
satisfactory results. 

The student of banking makes a grievous mistake if he starts 
with the idea that insistence on a fixed percentage of reserve is an 
elementary rule, just as the student of finance makes a grievous 
mistake if he imagines that a gold standard or any metallic 
standard is “per se” a requisite of exchange. Both are and must 
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be recognized as compromises between the ideal and the imme- 
diately practical. To consider them otherwise is to substitute the 
yardstick for reasoning—a fault to which our generation is all 
too prone. 

The above paragraphs are but the text for a little dissertation 
on matters accounting. 

There appears to be a growing tendency to substitute the 
yardstick for reasoning ; to overestimate both the potency and logic 
of the accountants’ “non possumus.” 

The old saying that the exception proves the rule does not 
apply to theoretical accounting or economics. If an exception can 
be demonstrated the rule does not hold, and if no absolute rule 
can be established a simpler expression of the problem must be 
sought before a rule is possible. As the Greeks of old apprehended, 
an unassailable foundation is the pre-requisite of an unassailable 
deduction. 

Two accounting examples will suffice to illustrate the difference 
between rules and dicta: 


(a) The treatment of discount on securities sold for 
the purpose of financing an enterprise; 


(b) The necessity of providing a cash fund to take 
care of the repair and replacement of wasting 
assets. 


DISCOUNT 


We are told that discount on the sale of bonds is interest and 
that never, or only in exceptional cases, can it be capitalized with 
propriety. Both claims are too radical. 

While discount cannot be interest, it is true that in certain 
cases it is so nearly akin that there is no great harm, aside from a 
predilection for accuracy of statement, in calling it interest. 

That discount is not interest, or even akin to interest, in many 
cases can be logically demonstrated. Claims that discount is 
interest are therefore merely dicta and not the statement of a rule. 

A company, at its inception, issues five year bonds at 90 and 
at maturity refunds them by an issue of capital stock at par. 
Having written off 10 per cent. of the par value of the bonds, 
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what is it to call the discount recovered? If discount paid is interest 
payable, the amount recovered must be interest receivable—an 
argument that hardly commends itself. 


A company, at its inception, issues twenty year bonds at 80, but 
for ten years is able to earn only sufficient to pay its interest 
charges. If discount is interest, the company is in a state of 
insolvency at the end of the first year; much more so at the end 
of the tenth. Must the accountant withhold his certificate until 
the company charges off the elapsed moiety of the discount, and 
thereby acknowledges itself to be insolvent? How can a company 
be insolvent because it has a payment coming due in ten years, 
(1) when it may have ample opportunity to make its commitment 
good, (2) when for all anyone can tell it may never have to draw 
on its earnings for any part of the payment? 


It requires no great measure of ingenuity or experience to 
elaborate other cases where discount is neither interest nor akin 
to interest, and to buttress the arguments with examples occurring 
in the course of business. 


Returning again to the case of a company refunding discounted 
bonds by the issue of preferred stock at par. Presuming that the 
company has followed the “rule” that discount cannot be 
capitalized, what is the “profit” realized on the sale of the 
preferred stock? It evidently cannot be “premium” on a stock 
sold for par. Is it not evidently the discount on the bonds that 
should never have been written off? An argument that the 
recovered discount is an earning due to the success of the company, 
after its inception, has some plausibility. Whether it is convincing 
is quite another story. 


One company at its inception finances itself by selling bonds; 
another, in like circumstances, by selling stock, both sales being 
made at a discount. According to present day dicta the bond 
discount must not be capitalized, but the discount on the stock can 
be. The money obtained from either transaction is not different ; 
the transactions are identical in nature and intent. Why, then, the 
two rules for dealing with the discount? 

Again company “A” builds a $100,000 plant out of the proceeds 


of a $110,000 bond issue. Company “B” pays a contractor 
$110,000 in bonds to build an exact duplicate of “A’s” plant. 
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Company “A” must not capitalize the discount because it is known 
—company “B” is under no such prohibition because the discount 
is not known. But why? 


If the argument that discount cannot be capitalized and should 
be treated as if it were interest was advanced on the ground that 
in most cases it is advisable to do so, nobody would deny that such 
a course may well be proper and is conservative. When the yard- 
stick is substituted for reasoning, however, and the student is 
given the yardstick as a rule, an intelligent explanation of the 
exceptions that damn the rule should be forthcoming. 


A rule better calculated to meet all conditions is very simple 
and rather obvious. The values we place on our books are but 
the monetary expressions of something else. Capital is capital— 
labor (earnings) is labor. Capital is anything necessary to start 
an enterprise. Labor can only begin its function when capital 
exists. If capital is lost or wasted it can never be recovered, it 
can only be replaced by accumulated labor, which, on accumulation, 
automatically becomes new capital. It may be wise to keep some- 
amount of accumulated earnings in the enterprise, but they do not 
and cannot represent any part of the original capital. They can 
only support it or replace it if it be wasted or lost. 

A company unable to provide a sinking fund for any part of 
the monetary expression of a part or all of its capital is not 
insolvent, until the obligation matures. If the obligation cannot 
be paid at maturity, a part of the original capital is lost. To be 
able to say at any time during the life of the debt that a specified 
part of the original capital must be duplicated in accumulated 
earnings is the function of a first-class prophet, not that of an 
accountant. 

It is sound reasoning, then, to conclude that all discount given 
for the purpose of attracting capital into a new enterprise is a 
part of the capital, no matter by what form of document it is 
attested. It may be wise, conservative or even imperative at times 
to take steps to replace a possible loss of capital when a discounted 
obligation matures. That depends on other correlating conditions 
and most assuredly does not mean that such action is in all cases 
mandatory. Suppose the argument that the ability to make money 
is an earning acquired since the inception of the company is 
admissible, it can equally be stated that this ability is but an 
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expression of a value that may far transcend the amount of 
discount and as such is entitled to proper recognition in the 
accounts. Enterprises are started to make money and not to lose 
it. If they do not make money they lose their capital and it 
matters not whether that capital is represented by discount or gold 
coin. 


In the converse, premiums on subscriptions to the security 
expressions of capital are capital and cannot be distributed as 
earnings. The fact that the benefit of any premium received on 
bonds may inure to a part only of the original contributors to the 
capital cannot alter the nature of the premium. If it is returned 
to the stockholders it is a return of capital, even and although it is 
profit to the recipients. 

It will be readily seen that discount on bonds issued to refund 
a prior issue or premiums paid on bonds redeemed above par are 
in a class entirely different from discount on securities issued to 
finance a new enterprise. With few exceptions both must be 
treated as if they were interest—to be precise, the second is 
interest. 

A repugnance to intangible values is a possible explanation of 
the anathemas with which discount as a capitalized item is pursued. 
In spite of all, however, intangible values do and will continue to 
exist, and they cannot be got rid of by simply vociferating that 
they have no place in a balance-sheet- No sane person is likely to 
claim that any and all intangible values should, under any and all 
conditions, be permanently capitalized. To insist that they cannot 
exist from an accounting standpoint is, on the other hand, to 
imitate the propensities of the proverbial ostrich. 


CASH REPAIR FUNDS 


Like the agitation for “amortizing”’ bond discount, the 
obligatory setting aside of special funds to take care of future 
repairs and replacements can be traced, in part at least, to the 
requirements of the public utility commissions. Whether many 
of the regulations issued by these commissions are economically 
sound, or even wise or practical, is an interesting question that is 
irrelevant in this place. Their actions are dictated by what they 
consider to be the public interest. The adoption of their views as 
accounting rules is quite another matter. 
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The physical provision of funds for future repairs and replace- 
ments may be wise under certain conditions. Such cases are 
likely to prove to be the exception rather than the rule, if “all 
formulas are swallowed” and an attempt is made to get at the real 
gist of each individual problem. 

If a company fails to earn a sufficient profit it is obvious that 
the setting aside of the fund is an impossibility. It is elementary 
that the sufficiency of any item appearing on the balance-sheet is 
measured by the accuracy of the values placed on other items 
contained therein. Special funds can be spread broadcast, in 
separate bank accounts, to provide for every contingency under 
the sun, but in reality the existence of these funds is dependent 
on an equilibrium being maintained between the remaining assets 
and liabilities. This is easily demonstrated. 


A company sets aside a cash fund for any certain purpose and 
then borrows money with which to operate. If the earnings are 
insufficient to provide the fund and repay the loan, the non- 
existence of the fund is evident. If the company becomes 
insolvent the cash in the fund is simply a part of its ordinary 
assets. 

It is further inadvisable to set aside funds of this description 
unless the money cannot be used to better advantage. To set aside 
a fund that will not be required for some time and then to borrow 
in a tight money market is sheer waste. To cite an example: a 
certain company, at the requirement of a regulating commission, 
has on deposit in a special bank account a fund of $4,000,000 
accumulated out of earnings, to provide for replacements, many 
of which will not be required for several years. Last year it sold 
nearly $2,000,000 of 5 per cent bonds at 95 to pay for extensions. 
This may be looking after the public interest, but it has all the 
earmarks of incipient insanity. 

The predilection for this kind of financing is unfortunately not 
confined to the regulated utilities. Similar methods are being 
advocated as proper precautions for all public utilities and manu- 
facturing concerns. And yet on the very face of things it is 
fairly obvious that if a business is prosperous it, generally, will 
have no need for the precaution and if it is not prosperous the 
fund will, in all likelihood, not be available when needed. 
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To return to our beginnings—the motto under the title is 
intended to point an idea, the text for our little dissertation to 
indicate a line of thought without a preposterous outpour of 
verbiage. In the face of the alarming quantity of dicta with which 
we are bombarded there is surely room for that “sweet reason,” 
over the personal possession of which Matthew Arnold, with some 
reasonableness, so complacently hugged himself. Accounting is 
not an exact science. It always has been, is and probably always 
will be, to a considerable extent, a matter of judgment. Rules for 
accounting there must needs be, but it does not necessarily follow 
that they will be only accountants’ rules. 

It would be a blessed relief could we only be provided with a 
complete little set of yardsticks wherewith to measure every 
problem that confronts us. Unfortunately we would have to find 
just the little yardstick to fit the particular case. There is no 
knowing but what we might be reduced to the dilemma of the 
receiving clerk in the express office. A tortoise was brought in for 
shipment. The clerk hunted the tariff book from cover to cover 
in search of the proper rate to charge. At length he delivered 
himself of the result of his labors, thus—‘“Well, cats is dogs and 
rabbits is dogs, but a tortoise must be a insect.” 











Navy Yard Cost Accounting 
By Witt1AM Mitts Cor iss, C. P. A. 


Announcement has been made by the president of the American 
Institute of Accountants of the appointment of seven of its 
members as a sub-committee to the advisory committee of the 
Council of National Defence and this has brought more promi- 
nently to mind the important part accounting must play in the 
management of the nation’s affairs in time of war. That part is 
not confined, as the general public imagines, to the financing of 
large war loans, and good accounting procedure is very much 
more in evidence in the various Government plants, particularly 
in the navy, than the average public accountant believes. 

The paper here submitted deals with the cost system of one of 
the largest navy yards in the United States, and if it goes more 
into detail than is customary with contributions for the readers of 
THE JOURNAL, the excuse must be that without giving the details, 
a description of a cost system could not be of use to anyone. 

The navy yard here under consideration is classed as an 
industrial yard, as distinguished from non-industrial yards, and 
contains thirty-eight producing shops. All the expenditures for 
production, maintenance and care of the yard are provided in the 
cost system, and all charges are made from time-tickets (chits), 
stub-requisitions and stores-requisitions. The only exception to 
this is the salaries of certain civil service employees doing office 
work and inspectors and their assistants stationed in other plants 
working on government contracts. The salaries of these employees 
are punched on the cost system cards (which will be explained 
later) from payrolls, no time cards being used. Adjustments are 
put through the journal monthly, in stereotyped entries. 

Time-Tickets—Time-tickets (chits) are also job-cards and 
are made up complete in the shops. Even the appropriation to 
be charged is indicated upon each. These cards reach the 
accounting office the following morning, usually by ten o’clock, and 
are first checked against the rough payrolls which are made up as 
follows :—Cards called muster check cards reporting the number 
of men employed in each shop, and those not on duty, are received 
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from the shops daily at 8 a. m. and 12.30 p. m.; notices of 
separations from the service and changes of rating are forwarded 
promptly by the shops, and notices of employment are presented 
by the employees as soon as they receive appointment. From 
these data tally cards are made up the first thing each morning, 
one for each shop, showing what changes in the working force 
occurred the day before. From the tally cards the necessary 
changes are noted in the column for that day on the rough payrolls 
and then the unchanged items are extended from the column of the 
preceding day (most of these extensions are made rapidly with 
rubber stamps). 

The rough payrolls are then footed and must agree to the cent 
with adding machine lists made up at the same time from the 
time-tickets. This affords a conclusive proof of the rough payrolls 
and releases the time-tickets for use in the cost section. 

The time-tickets are then sorted according to job-orders—all 
for one order being stapled together permanently with the total 
for that lot marked on the first one in blue pencil. The blue pencil 
figures are then listed on adding machines and proved with the 
totals of the rough payrolls. 


The first time-ticket of each lot then has marked upon it, in 
red pencil, the portion of overhead to be charged to that order and 
then all time-tickets are ready for the punching machines where a 
card is punched for each lot giving all the data required. These 
punched cards are then placed in a machine which prints from 
them a list which is at once checked in detail with the time-tickets 
in order to see that all the cards have been punched correctly. All 
charges for labor, both direct and indirect, are in this manner 
recorded permanently on punched cards, which may be quickly 
sorted by machinery under any desired classification (the overhead 
is also included in the record) ; and all of that work is completed 
within a trifle over a day and a half from the time the labor was 
performed. The time-tickets are then of no further use except 
for possible future reference to prove a disputed entry in the 
accounts. 

Stub Requisitions——Stub requisitions are made out for all 
materials or supplies as needed except such as are carried in shop 
stores and charged to the stores of the various shops, and these 
are reported to the accounting office. Each requisition must be 
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made in triplicate and sent to the supply department where it is 
priced as soon as the prices can be definitely ascertained, and then 
one copy is returned to the division in which it originated and 
another sent to the accounting office, where it is at once introduced 
into the cost-records by having punched for it a card such as those 
used for recording labor, as explained above. Lists of requisitions 
issued are also sent daily by the issuing divisions to the accounting 
office. From these lists notations are made on the jackets prepared 
for filing requisitions and the priced requisitions, as received, are 
checked against these notations, so that a glance at the jacket of a 
particular job will tell if any stub requisitions have been issued 
for that job and not yet charged. All stub requisitions for the 
same job are filed in one jacket. 

Shop Store Stub Requisitions Stores which have been placed 
in the various shops and charged to the stores account are charged 
to specific jobs by means of shop store stub requisitions. For 
each of these a card is punched. 

Credit Requisitions.—Materials and supplies which have been 
charged to jobs by means of stub requisitions, but have not been 
used, are charged back to the supplies department and credited 
to the jobs by credit requisitions. Unused stores are charged back 
to the stores accounts in the same manner, a card being punched 
for each credit requisition. 

Appropriations—As cards are punched and proved they are 
sorted by machine under the appropriations against which they are 
to be charged. This necessitates a great deal of work which must 
be done most carefully and quickly. There are many appropria- 
tions, each divided into many sections, and, to make the matter 
more difficult, although the appropriations are made for one year, 
usually they are allotted to the various localities monthly, and any 
portion of a month’s allotment which is not used within that month 
is not available until reallotted. These monthly allotments are 
based upon estimates submitted through the commandant, by the 
heads of the various divisions. A statement of expenditures by 
appropriations is sent daily to the officers who have power to 
authorize expenditures. 

Job Orders.—For all work authorized job orders are made out 
in the divisions which will do the work and copies of these job 


30 











Navy Yard Cost Accounting 


orders are forwarded at once to the accounting office where they 
are filed in binders. Charges are entered upon them from lists 
obtained by putting the punched cards above described in auto- 
matic machines which print the data covered by the holes punched 
and also add and print footings. These lists are not run off until 
notice has been received from the inspection office that the job has 
been completed, unless a request is received for information about 
an uncompleted job. If it is desired to ascertain the cost to date 
of an uncompleted job the cards for that job (which are all filed 
together) are put in the machines, and in a few moments a list is 
printed which gives all the information in detail. 


Foundries, etc-—Every job that enters the iron foundry, brass 
foundry, galvanizing shop, tool dressing shop or paint shop is 
charged, not with the direct labor and materials used on that 
specific job, but at a certain rate per pound which is determined 
by dividing the total operating cost of the shop in question for one 
month by the output of that shop for the same period, measured in 
pounds. 


Overhead.—The distribution of the overhead of the plant is 
complicated by the form in which appropriations are made. 
Various items included in the cost of conducting the yard must 
be charged to certain specific appropriations and the accounting 
for appropriations and accounting for costs cannot be done 
independently. To make clear to readers not familiar with naval 
routine the method of determining the rate which provides for 
charging each shop with its fair share of the overhead would take 
more space than is here available. 

General.—There is in this plant, as in all places which have 
factory costs systems, more or less trouble and delay caused by 
errors in making entries on the job cards (in this case time- 
tickets) by the shops. Such errors are discovered, almost without 
exception, at the time of filing the punched cards and the filing is 
done immediately after the charging to appropriations explained 
above, except about the first of each month when it 1s necessary 
to omit filing for a few days because of the press of work in 
connection with the preparation of the monthly statements of 
expenditures. If an error remains undiscovered at the time of 
filing the punched cards it is invariably found before the job is 
completed owing to the complete system of internal check in force. 
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As an indication of the volume of the cost records it should be 
noted that the labor charges cover four pay periods each month 
which total in the aggregate nearly $500,000, and there are more 
than 5,000 persons employed. The accounting department 
numbers about forty-five accountants, clerks and stenographers. 
It is not unusual to have open at one time 5,000 job orders. 

Various statements are prepared monthly (in some cases 
oftener) and are forwarded to Washington where they are 
audited carefully. They must check against each other exactly 
and this affords an additional check on all of the work of the 
accounting office. It may safely be claimed that in no office, 
either in government or commercial life, is greater accuracy 
insisted upon and obtained. 
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Construction Records and Accounts* 
By H. C. Hopson. 


i NTRODUCTORY. 


The necessity for keeping books in connection with business 
is axiomatic. As has been frequently pointed out, accounting is 
very old, and a treatise was written on double-entry bookkeeping 
prior to the discovery of America, so what seems to many of us to 
be very new is really not that at all, but merely a rediscovery by 
us of what had been known to others possibly generations ago. 

Books of account are necessary to record current operations, 
show the condition of the business at any given time and serve 
as a financial history of the enterprise. Speaking in simile, the 
statements made up from the books of account are a lens through 
which the complete operations of an enterprise may be seen, but, 
as with a lens in a camera or microscope, so with an accounting 
system, if it is faulty or incomplete, a distorted view must result. 
Likewise, as the first camera lens was merely a pin hole, and a 
very ordinary curved glass lens was considered satisfactory for 
eyeglasses, so at one time where we now have accounting systems, 
books were kept, the contents of which depended upon the 
vagaries and idiosyncrasies of the individual bookkeepers. Now, 
just as even the cheaper cameras are fitted with rectilinear or 
anastigmatic lenses to create a correct image on the plate or film, 
so no successful business is satisfactorily operated from the stand- 
point of the management, the investor or the public, unless the 
method of keeping accounts is reasonably standardized in accord- 
ance with certain known and generally accepted principles. 

Formerly the plant and equipment account and earnings as 
stated, were notoriously unreliable, and any financial house which 
based its judgment upon such figures, without further detailed 
study, would have been laughed at. Frequently the earnings 
were overstated, and expenses understated and vice versa. At 
times such things were done with intent, but more often they were 
due to actual ignorance of furidamental principles by those who 
formulated the methods. 





*A paper read before the Pennsylvania Electric Association. 
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In recent years, however, various associations, such as the 
American Association of Railway Accounting Officers, the ac- 
counting committee of the American Gas Institute, and the 
accounting section of the National Electric Light Association, 
have realized the necessity, for the improvement and welfare of 
the respective industries, of some standardization in methods of 
keeping accounts. This tendency has been accelerated by the 
establishment of commissions which, in many states, have pre- 
scribed uniform systems of accounts for public utilities. Formerly 
after an accountant had learned to understand the accounting 
system of one public utility corporation, unless he was a pro- 
fessional public accountant, he would have to begin all over again 
with another. Comparisons of the several corporations were 
worthless until the figures had been analyzed and restated on a 
common basis. Now, however, the financial statements of most 
corporations, as published in the various statistical reports and in 
the manuals of the commissions, are fairly comparable in a general 
way. 

The accounts kept by public utility enterprises are usually 
classified into two general classes: balance-sheet or indicant ac- 
counts, which reflect the condition of the business at any given 
time, and income accounts, which record the results of conduct- 
ing the business over a period of time, summarized for most pur- 
poses by fiscal years, but grouped by calendar months, for com- 
parison with the corresponding months of the preceding year. The 
balance-sheet accounts, of course, are further subdivided into 
those usually shown on the assets side of the balance-sheet, repre- 
senting fixed, current and deferred assets or temporary debits, and 
liability accounts composed of debts, reserves, capital evidenced by 
outstanding stock in the hands of the owners, and the excess, if 
any, belonging to the stockholders, of assets over liabilities repre- 
sented by the surplus account, in which account are brought 
together the summated result of conducting the business since 
organization and the result of operations for the fiscal period. 
The debts of the company are further subdivided into fixed or 
permanent obligations, i. e., those having a period of maturity 
more than one year from the date of their creation, and current 
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liabilities. The former combined with the outstanding capital 


stock form what is generally termed the capitalization of the 
company. 


FUNDAMENTALS. 


The subject-matter of this paper has to do with only a single 
class of the foregoing accounts, namely, that portion of the fixed 
assets which is directly used in rendering the service for which 
the enterprise exists. We commonly speak of the records of such 
accounts as the “construction records.” They are kept in those 
books of accounts in which are recorded the expenditures made 
in acquiring the property, that is, land, franchises, rights of way, 
buildings, power plant equipment, distribution system and other 
facilities devoted to rendering the service to the public. A some- 
what more representative term and one which has come into 
general use is “fixed capital.” 


The capital of any corporation, as distinguished from the 
securities issued to acquire it and called “capitalization,” is that 
property which is employed in the rendering of the service. The 
fixed capital, as distinguished from floating or working capital, is 
that property which has a greater or less degree of permanence, 
having an expected period of life in excess of one year from the 
date of its acquisition. 

There are numerous divisions of fixed capital. The first— 
general capital—represents property which is devoted to rendering 
more than one class of service, as buildings housing both gas and 
electric equipment, office equipment, organization expenditures, 
etc. The second—departmental capital—represents property used 
solely or exclusively for rendering a single class of service, as the 
electric distributing system. 

Fixed capital is also subdivided into landed and non-landed 
capital, the former covering lands and interests in lands, such as 
easements, flowage rights and leaseholds having a long period to 
run. Non-landed capital includes all other permanent property. 

Another classification of fixed capital, which is more readily 
recognized, is that between tangible and intangible property. The 
latter covers property of a non-physical nature, i. e., property 
which is non-visible but for which there was an outlay, as fran- 
chises, patent rights and expenses of organization. Tangible 
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property includes not only the bare labor and material cost of con- 
struction, but the outlay for engineering and superintendence, 
taxes, insurance, accident and damage claims, contractor’s profit, 
interest on funds used to pay for the construction of the property, 
as well as the cost of temporary structures, scaffolding, etc., 
erected and demolished during the course of the work. There 
seems to prevail a mistaken idea that because expenditures of this 
nature are non-visible and are referred to as “non-physicals,” 
“related intangibles” or “overhead costs,” they are intangibles as 
that term is usually employed in its wider sense. This is not 
correct. Any expenditure of this sort is as much an expenditure 
for tangible property as the amount paid to a carpenter as wages 
for work in constructing a building. This has always been 
recognized ; but the difficulty has been that, with few exceptions, 
there has been a failure properly to record them in the accounts. 

The fixed capital of any electrical corporation may also be 
subdivided into three general groups: original capital, additions 
and betterments. 

Original capital includes all that capital placed in service at 
the outset of the enterprise. This is usually represented on the 
liabilities side of the balance-sheet by the original issue of securities. 
Original capital also includes the property purchased as a com- 
pleted plant or system from other concerns which were in a 
similar business. 

Additions include extensions to the original plant, i. e., the dis- 
tribution system, generating apparatus, new buildings and struc- 
tures made subsequent to the construction of the original plant 
and not taking the place of anything previously existing. 

Betterments consist of enlargements or improvements to exist- 
ing structures, facilities and equipment. When dealing with the 
subject of betterments in the accounts we are forced for uni- 
formity to adopt as a possibly arbitrary fundamental that, even 
though a particular expenditure is an improvement or increases 
capacity, it will not be recorded in the accounts as a betterment 
unless it also represents an increase in the cost of the unit or 
group of units bettered. 

In addition to these groups representing actual increases in 
the fixed capital investment, there are two more groups which 
must be considered but are separate and distinct from the above, 
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because in a properly financed corporation their cost must be 
paid through operating expenses. This refers to renewals and 
replacements. 


Renewals of capital include the cost of all extensions of term 
of corporate existence and franchises, extensions of life of rights, 
easements, interests in land, etc. 


Replacements, as generally defined, include all substitutions 
for capital exhausted or become inadequate in service. They 
include equipment substituting or replacing apparatus of the saine 
cost. The question arises at this point as to the treatment in the 
accounts of replacements in which the substituted property of the 
same capacity costs more than the property replaced, and as to 
the relation between replacements thus costing more and better- 
ments. Here we follow, for the purposes of uniformity, the 
arbitrary rule that the excess cost of the substituted property 
over that replaced is classed in the accounts as a betterment and is 
chargeable to capital, and the funds therefor may be secured from 
an issue of securities rather than from income. 

In steam railroad accounting, the proper treatment of items 
of this character became very pertinent in connection with the 
substitution, which is now going on, of steel rolling stock for 
wooden. It was long a principle of financing of American rail- 
ways that only property of a greater cost, which also represented 
an increase in capacity, should be included in the capital account 
and paid for from the proceeds of capital securities. Following 
this rule a school of steam railroad accountants held that the 
excess cost of steel equipment over the wooden equipment which 
was replaced should be paid from income and not charged to 
capital. This same school also believed that additions or better- 
ments, such as elimination of grade crossings, which added little 
or nothing to the earning capacity of the road, should not be 
included in the fixed capital account and should be paid for from 
income. According to this school if such expenditures are entered 
en the balance-sheet at all they should be properly ear-marked and 
kept separate from the capital of the company which was paid 
for from issues of securities, free surplus or undivided profits. 
Though there is much to be said in favor of this theory, under the 
present system of fixing rates based on the fair value of the prop- 
erty, and considering the necessities of weaker corporations, it 
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was finally decided by the Interstate Commerce Commission that 
the excess cost of the new should be included in the capital account 
even though the capacity or earning power was not materially 
increased. 


The question no doubt arises as to whether or not substitu- 
tions of capital are not covered by repairs. Up to a certain point 
this is so. Repairs are merely minor replacements. Where a 
substitution does not amount to an actual change of identity in 
a structure or facility, and is caused by wear and tear or a 


casualty, such substitution should be treated in the accounts as 
repairs. 


The foregoing comments have to do mostly with charges or 
debits to the fixed capital account. The credits to that account 
are made up of withdrawals of property, or, as technically termed, 
“retirements.” When any property, either tangible or intangible, 
is withdrawn from service, the capital account should be credited 
with the original cost of such property so withdrawn. If the 
original cost is not known and cannot be ascertained except at an 
undue expense, careful estimate should be made and the estimated 
amount credited. Credits should be made for property retired 
equal to the amount at which such property stood charged in the 
capital account at the time it was removed. 


Because the consideration of credits in the past has been 
largely subordinated to that of debits and so much attention is 
now being devoted to them by many corporations, particularly 
those operating under public service commissions, with well- 
established accounting departments, the question of credits seems, 
if anything, more important than that of debits. 


It has been the practice of many large corporations, even 
those using great care in the distribution of charges between 
capital and income, to overlook the fact that it is as necessary to 
credit the cost of property abandoned or destroyed as it is, in 
debiting the cost of property installed, to exclude from the amount 
so debited that portion of the expenditure which partakes of the 
nature of maintenance and repairs. When a No. 6 line, charged 
to capital account, is later removed and a No. 2/0 line installed 
in replacement, if a credit is not made to the fixed capital account 
when the No. 6 line is removed, and the full cost of the No. 2/0 
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line is charged, it is obvious that there is reflected in that account 
the cost of two lines, whereas there is only one in service. 


When additional capital stock or bonds are to be issued, the 
proceeds of which are to pay for the increase in the capital 
account, as in the new line, new securities will be issued for this 
new line, notwithstanding that securities are still outstanding 
for the original one. The new line is then forced to carry a 
heavier interest charge than should be expected of it. In a rate 
adjustment a return can, of course, be allowed in all but excep- 
tional instances only on the line actually in service. Therefore, 
if the new line has been capitalized on top of the old one, both 
investors must share in the sacrifice due directly in the first 
instance to the improper accounting for changes in the property 
account. ee 

Experience with capital accounting, however, indicates that 
most corporations are now careful in their accounting when 
replacements like the foregoing illustration are made, so that only 
the net increase in cost will be included in the capital account; 
but, on the other hand, if a steam generating station is entirely 
abandoned, or goes into complete disuse due to the taking of 
power from some outside source, sight seems to be lost of the 
necessity for recognizing, in the accounts the fact that it has 
been withdrawn and retired from service. While, in many 
instances, it is impracticable to charge off the entire cost at once, 
immediate recognition of the fact should be made in the accounts, 
and suitable provision made so that it will finally completely 
disappear from the statement of assets of the corporation. 

It may seem that it is entirely unnecessary that such distinc- 
tions as the foregoing be considered. If the fixed capital account 
were simply one in which to record expenditures and then forget 
about them, granted, but that is not the purpose of keeping 
capital accounts. They are to record the use made of the funds 
contributed by the investors, the measure of their principal, the 
record of the security behind the secured obligations—mortgage 
bonds. The cost of the property devoted to rendering the service 
can be authenticated only in this account. 

While, in the current keeping of the accounts, these dis- 
tinctions, which may appear unduly refined, are not a matter of 
every-day use, without a thorough understanding of the principles 
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which underlie them it will be impossible to distinguish correctly 
between those expenditures which are chargeable to capital and 
those which should be financed from income if there is to be 
compliance with the systems of accounts prepared by the various 
accounting associations and required by public utility laws and 
the commissions enforcing them. 


PRACTICAL APPLICATION 

All charges or debits to capital account should be made in 
such a manner as to enable the identification of the property the 
acquisition of which they record. In order to do this, it is 
necessary that some distinguishing number be assigned to each 
piece of construction work. The most satisfactory method of 
doing this is by work order, job or project system. Under such 
a system a number is assigned to every new piece of construction 
work. The order for the work should describe it in great detail 
and contain an estimate of the cost, with a description of the 
principal items of materials to be used therein. All records of 
charges and credits in connection with it thereafter should show 
this number. The project record can be operated as either a 
memorandum account or an auxiliary record. Where it is used 
as an auxiliary record, the projects are carried, pending their 
completion, in a construction “work in progress” account, ani 
later closed into the fixed capital account. 

Where it is used as a memorandum record, the charges are 
made concurrently to the fixed capital accounts and to the work 
order or project account. These are balanced monthly, the total 
of the monthly charges in the project record agreeing with the 
debits to fixed capital for the month. This enables the corporation 
to have in its fixed capital account at all times all the expenditures 
for construction work regardless of whether the work is comptete 
or incomplete. These projects are the supporting data of the capital 
account, and the reference to them goes directly back to the 
original voucher. When a project is finished, all the charges 
thereto should be promptly summarized both by classes of work 
from an engineering standpoint, as excavation, foundation, 
concrete, steel and the various classes of apparatus, and to show 
the make-up of the distribution of the total charge to the project 
between the various accounts into which the fixed capital is 
subdivided in either the general or the fixed capital ledger. 
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It is well here to call attention to a practical rather than a 
theoretical subdivision of fixed capital which is of great use, and 
should be borne in mind in laying out the system of accounting 
for fixed capital There are two general classifications of 
expenditures for fixed capital. The first is the so-called inventory 
or group classification, which classifies the property acquired 
according to its general character, regardless of the particular 
project or extension in connection with which it was made. 


This inventory classification is that which is used by the 
Interstate Commerce Commission in classifying the road and 
equipment accounts of the railways, and it is also the classification 
which is used by the National Electric Light Association and the 
public service commission in classifying expenditures for fixed 
capital, that is general structures, distribution system, power 
plant buildings, meters, furniture and fixtures, etc. These are 
of little interest when we consider the changes therein over a 
short period of time. For example, it is not particularly significant 
to know the amount which has been expended for poles and 
fixtures, or transformers, or electric generators within a particular 
month or even a year; but at the end of a ten-year period it is 
very significant to know the relative amount of the expenditures 
subdivided into these general classes. To give an operating 
executive a statement of the amounts expended by inventory 
accounts as shown in the usual classification means little to him. 
What interests him are the various projects or jobs which you 
have been engaged in or have in contemplation, such as an 
additional unit in the power station or an extension to a neigh- 
boring community, or the development of a water power. Taken 
over a long period of years, however, the number of such projects 
becomes so great that any detailed consideration of them is 
impossible, and it is necessary to analyze or classify them by the 
character of the property which was acquired. When, however, 
it is necessary to make an examination of the company to verify 
the integrity of the entire capital account, the inventory accounts 
obviously fall into three groups. 

First. Those covering apparatus in the power plant, the 
several separate buildings, etc. It is necessary to go through the 
charges and credits and assign expenditures to particular units 
so that it may be ascertained whether the units to which the 
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charges relate are still in service, and to determine the total cost 
of them as shown in the accounts compared with their value. 
This group of accounts may be commonly designated as “analytical 
accounts,” for the only way in which any opinion can be formed 
about them is by analyzing in detail the charges made therein. 

Second. Those which are homogeneous within themselves, 
being made up of a large number of similar units, the principal 
point of differences between the various units being in the size 
or type. Included in this group, which may be termed “statistical 
accounts,” are meters, transformers, poles, wire and street lamps. 
With these a consideration of the individual items is impossible 
and unnecessary, and to verify their integrity it is necessary only 
to ascertain the number acquired, the number retired and credited, 
and compare the remainder with the number in service and in 
stock by sizes and types. This work is merely clerical after it is 
once laid out. 

Third. Those in which the expenditures usually represent 
individual units, but the units are so varied in character as to 
make it impossible to classify them by sizes and kinds, as is true 
of the statistical accounts. Furthermore, the expenditures for 
most items are so small that the result is not worth the time and 
expense necessary to ascertain their original cost. Included in 
this group of accounts are furniture and fixtures, stable equipment, 
large tools, other than small hand tools, chargeable to materials 
and supplies, etc. The best way to maintain their integrity is by 
having the property charged thereto annually inventoried at the 
time that the materials and supplies inventory is taken, and priced 
in the same way. The total investment represented by these 
accounts is not considerable, and the result will be as accurate as 
if elaborate records were kept so as to make possible a detailed 
analysis at some future time. Furthermore, if depreciation is 
recognized in the accounts, as is desirable, none need be accrued 
for this class of property if it is currently valued at its present 
worth rather than its original cost. 

It is only as to the first of this group of accounts that a 
detailed project or work order system must be scrupulously 
maintained. Many companies group all of the purchases of 
meters under a single project number, and make similar disposition 
of transformers, arc lamps, etc. The same thing is done with 
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the equipment accounts, i. e., by using a general project numbe1 
for office equipment, which is charged with all purchases included 
under that head, and adjusted at the end of the year as required, 
to agree with the annual inventory. 


As to the first group—analytical accounts—the individual 
charges to which are varied in character from a few cents to 
thousands of dollars, a project system is absolutely essential. 
It can readily be used in preparing or maintaining a perpetual 
physical inventory. The project system is elastic enough to 
provide for any work the corporation may undertake. If detailed 
engineering costs are desirable, as they usually are, sub-projects 
can be maintained for the various parts of the work, as desired, 
by the engineers, such as excavation, concrete, etc., or if a new 
building is being erected, and new equipment is being installed, 
several projects can be used, each with a different number, each 
project to cover a different portion of the work. If the work 
consists of the construction of new lines or replacement of old 
lines, a project may be made of each line and a project assigned 
to cover the cost of removing the old line. In this way the cost 
of the new lines will be kept separate, as well as the expense of 
removing the old one, which is chargeable to operating expenses 
or a reserve for depreciation after applying the salvage received 
from the line which was taken down. 


As already stated, the project system can also be applied to 
the purchase of meters, transformers and office and shop 
equipment accounts. The description of the meters, transformers 
and tools is shown in the projects, making not only a permanent 
inventory record but obviating the necessity of referring to the 
original voucher later on. Likewise, any such property retired 
can be fully described on the project, and, if it is property which 
was covered by a project at the time it was installed, the original 
cost can be ascertained. This appears to be the only satisfactory 
method of compiling a complete statistical record of the property 
of the company, and one that will clearly show not only the 
amount of the investment, but a full description of what property 
is represented by the capital account. 


Comparison of the results of the summation of the construction 
records kept in accordance with the foregoing methods with 
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physical inventories taken in the most elaborate manner shows 
that it is only by properly recording the acquisition of property 
in the first instance, and correctly accounting for it thereafter, 
that physical inventories can be made from the books with 
reasonable accuracy. The project system is, of course, only a 
means to an end, that end being a full description of the debits 
and credits representing the changes in the capital account. 


It makes little difference whether the expenditures are charged 
direct to fixed capital, treating the project record as a memoran- 
dum, or the projects are carried in work in progress and closed out 
into capital when the work has been completed. The latter method 
is the more common, though the former seems to be clearly 
preferable. It has been erroneously assumed that it is less 
expensive to carry a work in progress account on the general 
ledger than it is to keep the inventory classification as the sole 
record of fixed capital in the general books and the project 
classification as a separate and distinct memorandum record, but 
in balance, of course, at all times with the general ledger. 

So much for the machinery of recording the debits and credits. 


ELEMENTS OF Cost 


The next point is as to what elements are to be considered as 
part of the cost of the property. The principal and obvious 
elements are labor and material. 


The cost of labor includes the wages, salaries, fees or other 
compensation paid to employes engaged in the construction work, 
and it includes such of their personal expenses as are borne by 
the corporation while they are so engaged. In addition, it includes 
the labor of the engineers in planning and laying out the work, 
the cost of transportation of employes to the work, the insurance 
of employes engaged on the work, and in fact all the expenditures 
incurred directly on account of the construction. As to the time 
of engineers and superintendents who have to do with operation 
and construction, and are paid monthly, a report should be made 
out either daily or weekly showing the distribution of time devoted 
to construction work, and the project number covering the work. 
Likewise the insurance and other items should be computed, and 
the actual amounts charged to the project. 
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A great deal of discussion has taken place of late as to the 
propriety of charging to capital any portion of the time of 
superintendents who are also in charge of operation. The safe 
rule to follow is to charge such cost to operating expenses if the 
amount of construction work is not unduly burdensome and the 
supervision is only incidental. If, however, the construction work 
requires a large portion of the superintendent’s time, such time 
should be reported and charged. 


Included in the cost of the materials charged to capital should 
be the expenditures for freight and cartage. These should be 
applied directly to’ the items of equipment which they cover. 
Where the project system is fully followed, the freight and cartage 
can be charged to the project on which the material which is 
covered was used. The advantage of a general project for meters 
or transformers, in this respect, enables the full cost of each item 
in the particular period to be shown properly. 


If the freight and cartage cannot be charged direct, it can be 
handled through a clearing account, by charging all expenditures 
for freight and cartage to such an account, and clearing it out 
monthly in the proportion which the material used for capital 
purposes bears to the material used for operating purposes. A 
combination of the two methods is probably the best, namely, to 
charge freight and cartage on large items direct on the voucher, 
but for the miscellaneous fittings and small materials, where the 
amount per unit is insignificant to run the charges through a 
clearing account and from there into the capital account. 


The construction materials should, of course, bear a proportion 
of not only the store-room handling but also the cost of operating 
the store-room. This also is best handled through a clearing 
account, and the amount cleared out monthly, proportioned 
between capital and income on the basis of the material issued. 
If funds have been borrowed, or if the work runs into a large 
sum of money and the earnings of the company are used to pay 
for such construction work, the interest thereon during the 
period of construction should be charged to the project and 
credited to interest account. In this way the project charges are 
all assembled and the expenditures charged so as to identify the 
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purposes for which such expenditures were made. The desir- 
ability of this as to items included under the so-called analytical 
accounts is obvious, as it is always extremely difficult afterwards 
to establish by estimate the existence of such expenditures to the 
amount which they actually have cost. 

This method can be followed whether the charges all pass 
first through projects, which are later distributed by journal 
entry, or if no journal entries are used but all expenditures are 
double posted, first into the fixed capital ledger and later into the 
project record. If a columnar voucher record is used, the 
columns should be headed up for the fixed capital accounts as 
needed. Particular care should be exercised that the proper 
reference to the voucher is shown on the voucher record. Most of 
the difficulty in connection with examinations of utilities is due to 
the lack of proper reference to the vouchers and original invoices, 
dest. ction of original invoices, and very often the failure of the 
bookkeper to follow strictly and accurately the accounting system 
which has already been installed. With the refined subdivision 
of accounts which is now being followed, a columnar voucher 
record is not recommended. A combined cashbook and voucher 
record with columns for fixed capital, operating expenses, and 
sundries, and the later posting of the vouchers by accounts to a 
loose-leaf fixed capital sub-ledger is believed to be superior, the 
total during the month debited in the fixed capital column in the 
cash voucher record being the same as the total debits to the 
fixed capital accounts as evidenced by a trial balance of the fixed 
capital ledger. This total will, of course, also balance with the 
total increase in fixed capital as shown by a trial balance of the 
project record. 


INHERITED PROPERTY ACCOUNTS 


If all public utilities were in a position where they could 
dispense with all reference to the accounts now on their books 
which cover accumulations of charges for a number of years, it 
would be a simple matter to begin with a new set of construction 
records scientifically arranged. Many of these old construction 
accounts are composed of property taken over at securities’ par 
value and lump sum contracts covering the installation of large 
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amounts of equipment. In many instances, such accounts have 
been a burial ground for all sorts of charges. Where such 
accounts appear, two methods may be followed. 


The property may be inventoried and appraised on the basis 
of the estimated original cost, and such appraisal be used as the 
basis for a distribution or allocation over the new set of fixed 
capital accounts. The inventory and appraisal may be less than 
the book value of the construction accounts. The difference 
would then be charged to the account “intangible capital.” 


A better method, however, is to make an examination of all the 
charges to such property accounts and redistribute each voucher 
in accordance with the new classification. When the examination 
has been finished a complete statement of all fixed capital which 
stands charged to the property accounts will be available. All 
charges found therein which should have been made to operating 
expenses should be eliminated and charged against the corporate 
surplus account. In examining the vouchers, all charges assign- 
able to analytical accounts as well as to inventory accounts should 
if possible be classified by projects and properly detailed. 


An actual physical inventory should then be made of the 
property in service. This inventory and the statement from the 
accounts should be compared and reconciled, and a list be made 
of the property still charged which cannot be located, representing, 
of course, property which has been retired. Considerable property 
will be found which has never been charged to the capital accounts, 
but to operating expenses instead. The net of these two should 
either be credited to surplus, if there is an excess, which is not usual, 
or charged against the reserves for renewals and replacements 
or depreciation, if there are such, and if not to corporate surplus. 
The fixed capital account will then cover only the property in 
service, supported by an actual inventory of such property and a 
schedule showing the actual original cost of each item of equipment. 
Such an inventory should thereafter be kept up-to-date, and once 
every five years it should be compared with an actual physical 
inventory and adjusted as necessary. 

Where the corporation is large enough to maintain an 
engineering department, it is more than probable that this 
department will have records of the inventory accounts, such as 


47 











The Journal of Accountancy 


meters, transformers, etc. Active co-operation between this 
department and the accounting department will result in keeping 
the capital accounts for such equipment accurate. 

It is probably quicker to start off with the physical inventory, 
but the tendencies of public service commissions are such that 
less and less attention is being paid to valuations which are not 
supported by actual data from the books of account, and therefore 
in the long run it will be found much more satisfactory to go at 
the job in a whole-hearted fashion and find out exactly what the 
capital accounts contain. Such a cost inventory will prove invalu- 
able in many ways. It will set at rest any doubt that may exist 
in the minds of the stockholders and directors as to what the 
capital account really represents. It will furnish an inventory 
of the property priced at cost, which can be utilized in tax, rate 
or capitalization cases. It will furnish the directors and officers 
with information as to how much intangible is represented in the 
capitalization, for use in case of attacks made through the press 
claiming that the corporation is over-capitalized and watered. It 
will show the age and cost of all the property when considering 
the subject of depreciation. 


METHODS 


In the foregoing it was not the intention to treat of any special 
method to be used for keeping construction records, but to cover 
more particularly the character of the items which should make 
up such debits and credits. Necessarily, of course, in explaining 
the desirability of utilizing both the inventory and the project 
classification, some matters of method have been gone into with 
particularity. 

To the larger companies, there is probably little which will be 
of interest, as nowadays the auditor or comptroller of a public 
utility corporation must necessarily be a first-class accountant or 
his incapacity will be obvious to all. Hence, as a general 
proposition, there is no keener class of accountants than those 
who are now engaged in keeping the accounts of companies in 
places of reasonable size. As to such companies, the detailed 
methods of achieving these results are dependent on the book- 
keeping system in use, which is governed by the size of the 
company and the available accounting force 
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It is desirable for a small company to use a cash voucher 
record with separate columns for fixed capital accounts, wherein 
the charges are made direct from the vouchers, which in turn’ 
contain the invoices showing the details of the items. The totals 
of such columns are then posted monthly to the fixed capital 
accounts in the general ledger. Any adjustment comes through 
the journal, a book which has largely been discontinued in the 
accounting of larger corporations, but is still valuable in the 
accounting system of a small concern. 

When any property is removed from service it should be 
credited out of the capital account by journal entry at its original 
cost, and charged to materials and supplies at its salvage value. 
The difference between the two should be charged to depreciation 
reserve, or, if there is none, to corporate surplus. If material is 
purchased for future construction, or not assignable to any 
specific work, it should be charged to materials and supplies. 
When it is taken out of the store-room, a record should be made 
describing the material and showing the work on which it is to 
be used. This should then be priced and distributed to the proper 
fixed capital account. If the company is large enough, it should 
keep a materials and supplies record arranged in columnar form, 
showing the amount to be credited to materials and supplies in 
the first column and in other columns the charges distributed 
among the other accounts for both construction and operation. If 
the company is quite small, the store-room issue slips can be 
accumulated and attached to a voucher back, the distribution 
made thereon, and then posted in the voucher record. This should 
be done weekly or semi-monthly, depending on the number of 
slips. 


Practically the same method should be used in handling the 
payroll. The distribution should be made on the payroll voucher 
by assembling the daily time reports by accounts to be charged. 
The proportion of superintendence, store-room handling, insur- 
ance, etc., should be computed as accurately as possible and the 
charge made by journal entry, which should refer to the record 
showing the computations and supporting data. Percentages are 
always subject to criticism, and should not be used if they can be 
avoided. 
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A good rule to follow in order to maintain the integrity of the 
capital account is always to “credit out the old” and “charge in 
the new.” If this is followed, there is little danger of large errors 
creeping into the capital account. 


CONCLUSION 


The question is inevitable whether or not the capital account 
is of sufficient importance to require such special treatment 
apparently entailing a large amount of accounting work. The 
answer is that the uses to which the capital account is put are so 
numerous and varied that unless its integrity is maintained, it 
may result in an actual loss to the stockholders through the 
establishment by the directors or a regulatory body of a lower 
rate than is warranted; an erroneous statement of property value 
in tax matters; and an over-issue of securities, resulting in an 
undue burden of interest and dividend charges, and loss to the 
present owners by reason of their lack of knowledge of the real 
financial condition of the property in which they are from time 
to time investing their capital. Probably this last possibility is 
the most serious, resulting, as it does, from the misstatement of 
earnings through improper charges to capital which should be 
made to operating expenses, and the failure to charge against 
income a sufficient amount to cover the renewal, replacement and 
retirement of property worn, obsolete or inadequate for the 
production of the commodity and the rendering of the service. 

Public service corporations which have adjusted their con- 
struction accounts, and are now keeping them on a scientific 
basis, find that careful observations of proper principles of 
accounting, and keeping the cost inventory up-to-date, give 
beneficial results that greatly outweigh the labor and expense of 
the work, which is slight after the first cost has been met. 
Furthermore, the first cost will not be nearly so great as otherwise, 
if the head of the financial and accounting department of the 
corporation handles the work upon a plan laid out by some one 
familiar with how to do it, and what is to be accomplished, who 
will also generally supervise its subsequent execution. Once 
completed, the corporation is on a more substantial basis to 
deal with the public through regulatory bodies; doubt is removed 
as to the cost of the property ; the creditor has an actual statement 
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of the cost of the equity supporting his securities; and the stock- 
holders receive an accurate statement of the results of conducting 
the enterprise. 

The statement by the former chairman of the New York 
upstate public service commission, F. W. Stevens, that “proper 
accounting is the basis of all successful regulation,” cannot be 
over-emphasized. The keystone of proper accounting is the 
correct statement of capital expenditures. 
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EDITORIAL 


Uniformity of Examinations 


The June examinations of the American Institute of Account- 
ants marked the beginning of an important era in the history of 
accounting in the United States. These were the first examina- 
tions of this class of which we have knowledge conducted without 
regard to any state law. The profession, for the first time in its 
career, set up its own standards, and insisted that applicants for 
membership in the national organization should demonstrate their 
ability by measurement with those standards. 

Many of the state examinations held in the past have been 
excellent and have demonstrated the capability of candidates ; but 
there has always been and always will be the fear of losing some- 
thing of the profession’s viewpoint when examinations must be 
conducted in accordance with a law, created no doubt at the 
instigation of accountants, but enacted by persons often devoid of 
accounting knowledge. There are many C.P.A. laws on the statute 
books in the United States which are not altogether free from 
traces of political interference with professional ideals. 

Many of our friends have felt that THE JouRNAL or AccoUNT- 
ANCY has been unnecessarily harsh in discussing the shortcomings 
of various C.P.A. laws. It has been alleged by some that it would 
have been better for THE JouRNAL to have ignored the weaknesses 
of such laws, and to speak in commendation of all C.P.A. certifi- 
cates generally. Some critics have advised us that it would be 
well to lead the public to believe that there were no such weak- 
nesses as every accountant knows exist. We do not agree with 
this view of the case, and shall continue, when necessity arises, to 
protest against the enactment of laws which are either inadequate 
or inadequately administered. 
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The rapid spread of C.P.A. legislation has been little short of 
amazing. The statute books of every state in the union, except 
Alabama, Mississippi, Arizona and New Mexico, now contain 
legislation relative to the certification of public accountants, and 
among the forty-four laws now existing there is the widest 
diversity of language, intent, effect and administration. 

Therefore it becomes necessary for the national organization, 
which is charged with the maintenance of high standards in ail 
parts of the country, to do all it can to bring about a uniformity 
of standard among the so-called C.P.A. states. It is certain that 
it would be impossible for the forty-four states on the list to meet 
on any common ground and adopt a uniform standard if they 
were left to their own devices. The inevitable jealousy of state 
against state would interfere with any plan of co-operation. But, 
when a third and disinterested party enters the dispute and offers 
to arbitrate, there may be hope for uniformity. 

With this aim in view, the American Institute’s board of 
examiners approached the examining boards of all C.P.A. states 
—not only those whose certificates are recognized by the institute, 
but also those whose certificates have been rated as unsatisfactory. 
To each of these state boards the board of examiners offered the 
privilege of setting the questions of the institute’s board, provided 
the examinations were held at the same time and conducted in 
accordance with the rules governing the examinations of the 
institute. 

Various replies were received from state boards. Some 
thought there might be a loss of prestige in consenting to any such 
proposal. Others, while recognizing the advantages which might 
accrue, found statutory obstacles in the way. Others have indi- 
cated their intention of adopting the proposal at the earliest con- 
venient moment. Three states not only saw the advantage of the 
proposal but immediately availed themselves of the privilege. 

New Hampshire, Kansas and Oregon set before their appli- 
cants the questions prepared by the board of examiners of the 
American Institute of Accountants. The examinations in each 
case were conducted under the supervision of a member of the 
council of the institute. 
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In the case of Oregon and New Hampshire there were at the 
same time and place applicants for admission to the American 
Institute sitting for examination. 

It was clearly pointed out to each state board that applicants 
for the C.P.A. certificate passing the examinations set by the 
institute would not be given any credit by the institute for passing 
such. examinations, unless the papers were marked and rated by 
the board of examiners of the institute. Even in such cases the 
board would not definitely agree to give credit should any of the 
successful applicants desire later to apply to the American Insti- 
tute. They might present evidence of their having passed the 
examinations of the institute, and, while there could be no remis- 
sion of fees, it was considered probable that due weight would be 
given to the facts. 

On the other hand, if state boards of examiners decided to 
mark the papers of applicants before they were marked by the 
board of examiners the applicants would derive no benefit so far 
as future admittance to the institute was concerned. 

The purpose of these restrictions will be evident to any one 
who has given the matter second thought. . The board of 
examiners of the institute cannot, under the constitution, accept 
the ratings or markings of any other organization. The institute 
does not desire to set itself upon a pedestal and look down upon 
all state boards of accountancy. Its desire is to work in the most 
friendly manner with all organizations which have for their pur- 
pose the upbuilding of better professional standards. But the 
institute is the national organization, and it would be absolutely 
nugatory if the board were to forego any of its constitutional 
prerogatives. 

If the plan which has now been so auspiciously begun is 
generally adopted in future it will probably be feasible for appli- 
cants to obtain their membership in the institute and their C.P.A. 
certificate at the same time, provided applications to the institute 
and to the state boards of accountancy are both filed in due form. 

It is manifestly unwise to predict the success which will attend 
the plan of co-operation ; but, if one may judge by the expressions 
of opinion which have reached the office of the institute, and by 
the sentiments of applicants for membership, it may be safely 
assumed that the way to establishing uniformity has been found. 
Whether or not it will be generally adopted is another matter. 
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Income Tax Department 
Epitep By JoHN B. Niven, C. P. A. 


The terms of the federal revenue enactments for the current year have 
not been settled by congress in time to permit of reference to them in this 
number of THE JoURNAL oF ACCOUNTANCY. 

The bill as reported by the house has been most exhaustively discussed 
in the senate and many drastic changes made in its provisions. On that 
account, it may be expected that the conference by the joint committee of 
both houses will be a long and protracted one, and it will probably be 
many days yet before the terms are finally adjusted and the bill becomes 
law. 

The state of New York is now included among those states which have 
adopted the income tax as a source of state revenue. On June 4, 1917, the 
governor signed an act imposing a 3 per cent. tax on the net income of 
manufacturing and mercantile corporations. The liability for the tax is 
restricted to corporations engaged in the business of manufacturing or 
buying and selling tangible personal property for themselves or others. 
“Tangible personal property” is defined as “corporeal personal property, 
such as machinery, tools, implements, goods, wares and merchandise, and 
shall not be taken to mean money, deposits in bank, shares of stock, bonds, 
notes, credits or evidences of an interest in property and evidences of 
debt.” The tax is imposed on both domestic and foreign corporations for 
the privilege of exercising franchises or doing business in the state, and is 
to be paid annually in advance as and from November 1, 1917, to be 
computed upon the basis of net income, for the fiscal or calendar year 
next preceding, upon which the corporations are required to pay the 
federal income tax. A number of corporations are exempt from the law; 
but every taxable corporation is required to report the information neces- 
sary to the tax commission on or before July 1, 1917, and annually there- 
after. 

If the entire business of the corporation is transacted within the state 
the tax will be imposed on the entire net income; but, if not, the tax 
imposed will be based upon the same proportion of the net income as 
business transacted within the state bears to the total business done. Only 
the more important features of the law have been indicated, but they 
sufficiently emphasize how rapid has been the recognition of the equity of 
the principle of the taxation of incomes and the importance the subject is 
assuming in the business life of the country. 


I. Income Tax 


There is given this month, as T. D. 2494, a decision of the United 
States circuit court of appeals stating that the income of a person who 
died before the act of October 3, 1913, became law was nevertheless liable 
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for the tax on income received between March 1, 1913, and the date of 
death. The court held that the tax is against citizens and residents of the 
United States personally, but that the effect of making the act retroactive 
was to apply it to the deceased person exactly as if it had been enacted 
March 1, 1913, and as, by reason of his death, he could not make a return, 
his executors, into whose hands his estate had gone, must do so. 


II. Caprrat Stock Tax 


A ruling in connection with the capital stock tax is also given this 
month as T. D. 2493. It provides that subsidiary companies may compute 
the fair value of their total capital stock by apportionment of the fair value 
of the total capital stock of the parent corporation among the subsidiaries 
in proportion to the earnings derived by the parent corporation from each 
subsidiary during the preceding year. 


TREASURY RULINGS ON INCOME TAX. 
(T. D. 2494, June 2, 1917.) 


Income or Persons Dyinc Arter Marcu 1, 1913, anp Prior to OcrTopERr 
3, 1913, LiaBLe to Tax. 


The income of a person dying on July 22, 1913, is liable to tax. The tax 
is against citizens and residents of the United States personally. 

The appended decision of the circuit court of appeals, second circuit, in 
the case of Nicholas F. Brady et al. vs. Charles W. Anderson, collector 
of internal revenue, is published for the information of internal revenue 
officers and others concerned. The United States supreme court on May 
21, 1917, refused to grant a writ of certiorari in this case. 

Untrep States Circuit Court oF APPEALS FOR THE SECOND CIRCUIT. 
Nicholas F. Brady, James C. Brady, and the Central Trust Co. of New 

York, as executors of the last will and testament of Anthony N. Brady, 

deceased, plaintiffs in error (plaintiffs below) vs. Charles W. Anderson, 

late collector of internal revenue, second district of New York, defendant 
in error (defendant below). 


Before Warp, Rocers, and Houeu, circuit judges. 


Warp, circuit judge: This is am action against the collector of internal 
revenue by the executors of Anthony N. Brady, deceased, to recover taxes 
assessed by the commissioner of internal revenue and paid by them under 
protest upon income received by Brady during his lifetime before the 
imcome tax act of October 3, 1913, imposing a tax, had been passed. 

The sixteenth amendment, by virtue of which the statute was enacted, 
was ratified February 28, 1913, and the supreme court has for that reason 
held that congress had power to make it retroactive to March 1, 1913. 
Brushaber vs. Union Pacific Railroad Co. (240 U. S., 1, 20). 

Anthony N. Brady died July 22, 1913, and his executors, in accordance 
with the requirement of the commissioner of internal revenue, made a 
return of the income received by him between March 1, when the act went 
into effect, and July 22, 1913, when he died. The commissioner assessed a 
tax of $61,654.72. 

The case having come on for trial before Grubb, judge, and each side 
having moved for the direction of a verdict, he directed a verdict for the 
defendant. This is a writ of error to the judgment entered thereon. 

The questions presented are purely of law, involving only the con- 
struction of the statute. We confine ourselves to the consideration of the 
provisions relating to citizens and residents of the United States. 
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Section 2 of the act reads as follows: 


A. Subdivision 1. That there shall be levied, assessed, collected, and paid 
annually upon the entire net income arising or accruing from all sources 
in the preceding calendar year to every citizen of the United States, whether 
residing at home or abroad, and to every person residing in the United 
States, though not a citizen thereof, a tax of 1 per centum per annum upon 
such income, except as hereinafter provided; and a like tax shall be 
assessed, levied, collected, and paid annually upon the entire net income 
from all property owned and of every business, trade, or profession carried 
on in the United States by persons residing elsewhere. 

+ * * * * * * 

D. The said tax shall be computed upon the remainder of said net 
incomé of each person subject thereto, accruing during each preceding 
calendar year ending December thirty-first: provided, however, that for 
the year ending December thirty-first, nineteen hundred and thirteen, said 
tax shall be computed on the net income accruing from March first to 
December thirty-first, nineteen hundred and thirteen, both dates inclusive, 
after deducting five-sixths only of the specific exemptions and deductions 
herein provided for. On or before the first day of March, nineteen 
hundred and fourteen, and the first day of March in each year thereafter, 
a true and accurate return under oath or affirmation, shall be made by 
each person of lawful age, except as hereinafter provided, subject to the 
tax imposed by this section, and having a net income of $3,000 or over for 
the taxable year, to the collector of internal revenue for the district in 
which such person resides or has his principal place of business, or, in the 
case of a person residing in a foreign country, in the place where his 
principal business is carried on within the United States, in such form as the 
commissioner of internal revenue, with the approval of the secretary of the 
treasury, shall prescribe, setting forth specifically the gross amount of 
income from all separate sources and from the total thereof, deducting 
the aggregate items or expenses and allowance herein authorized ; guardians, 
trustees, executors, administrators, agents, receivers, conservators, and all 
persons, corporations, or associations acting in any fiduciary capacity, shall 
make and render a return of the net income of the person for whom they 
act, subject to this tax, coming into their custody or control and manage- 
ment, and be subject to all the provisions of this section which apply to 
individuals ; 

E. * * * Nothing in this section shall be construed to release a taxable 
person from liability for income tax, nor shall any contract entered into 
after this act takes effect be valid in regard to any federal income tax 
imposed upon a person liable to such payment. * * * 

The provisions of this section relating to the deduction and payment of 
the tax at the source of income shall only apply to the normal tax 
hereinbefore imposed upon individuals. 


* * * * * * * 


G. (a) That the normal tax hereinbefore imposed upon individuals 
likewise shall be levied, assessed, and paid annually upon the entire net 
income arising or accruing from all sources during the preceding calendar 
year to every corporation, joint-stock company or association, and every 
insurance company organized in the United States, no matter how created 
or organized, not including partnerships; but if organized, authorized, or 
existing under the laws of any foreign country, then upon the amount of 
net income accruing from business transacted and capital invested within 
the United States during such year: * 
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The plaintiffs contend that the tax is against persons who are citizens or 
residents of the United States. 

The government contends that the tax is upon the property and not 
upon the person, which was the view taken by the trial judge. 

_ The plaintiffs argue that as Brady, having died July 22, was neither a 
citizen nor a resident of the United States October 3, 1913, at the time the 
act was passed, its language does not authorize collection of any tax upon 
income received by him. On the other hand, the government says that as 
the tax is upon the property, it makes no difference whether Brady was 
living or dead at that time. 

In our opinion the tax is against citizens and residents of the United 
States personally. They are chargeable in respect to income received by 
them. The statement that the tax is upon this income does not create an 
obligation in rem. It is only a way of saying that the owner is taxable with 
reference to the income, Taxable persons are spoken of throughout the act. 

The effect of making the act retroactive is, in our opinion, to apply it to 
Brady exactly as if it had been enacted March 1, 1913, and as, by reason of 
his death, he can not make a return, his executors, into whose hands his 
estate has come, must do so. 

The judgment is affirmed. 


TREASURY RULINGS ON CAPITAL STOCK TAX 
(T. D. 2493, May 22, 1917.) 


Subsidiary companies may compute the fair value of their total capital stock 
by apportionment of the fair value of the total capital stock of the 
parent corporation among the subsidiaries in proportion to the earnings 
derived by the parent corporation from each subsidiary during the 
preceding year. a 4 
Referring to your personal call at this office on May 19 regarding the 

returns of capital-stock tax of the various subsidiaries of the —— Railway 

Co., you are advised that the most equitable method of computing the fair 

value of the stock of these companies is by apportionment of the fair value 

of the total capital stock of the holding company, the —— Railway Co., 

among the various subsidiaries, as suggested in T. D. 2423. 

The fair value of the total capital stock of the parent corporation is 
generally computed under case I. or II. on form 707 from the prices listed 
on the exchange or actual sales, and therefore this amount may be divided 
among the subsidiaries in proportion to the earnings derived from each 
during the preceding year. 

The following form is recommended in furnishing such information to 
this office: 


(1) Fair value of total capital stock of the —— (parent 
corporation) as shown by the capital-stock tax return on form 707, 
filed with collector of internal revenue, —— district, state of ——.. $ 

(2) Net profits of parent corporation for preceding year ended 
——, 191-, as shown by return of net income filed with collector of 
internal revenue, —— district, state Of ——......cscccccecccccees 

(3) List of subsidiary companies, with amounts of net profits derived 
by parent company from each during preceding year, and also list of other 
sources of income, such as actual operations, investments, or holdings in 
other companies. State what percentage such amounts are of the net profits 
of the parent corporation for the preceding year (item 2) and the fair 
value of the total capital stock of each subsidiary as computed by this 


meth 
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CapiTaL Stock Tax 
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The “fair value of total capital stock of a subsidiary,” stated 


in column 


III., should be such percentage of the “fair value of the total capital 
stock” of the parent corporation (item 1) as the “net profit” returned 
by that subsidiary to the parent corporation (shown in column I.) is to the 
“net profits of the parent corporation” (item 2). For example: 


X = Fair value of total capital stock of subsidiary. 
$5,000,000 — Fair value of total capital stock of parent corporation (item 1.) 
20,000 = “— —s — by that subsidiary to parent corporation 
column I.). 


$500,000 = Net profits of parent corporation (item 2). 
Therefore, X : : $5,000,000 : : $20,000 : $500,000. 
X = $200,000, which is the fair value of total capital stock of the 
subsidiary. 
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Epirep By SEyMouR WALTON, C.P.A. 
PREMIUM ON REDEEMABLE PREFERRED STOCK 


Editor, Students’ Department: 


Sr: Assuming that a corporation has issued preferred capital stock 
at par, redeemable in part, say 10 per cent. of total issue, each year 
beginning five years after the issue, at 110, what would be the proper 
treatment of the premium on the books of the corporation? Does not this 
premium represent the equivalent of an additional charge for the use of 
the money throughout the period of the issue? How should it be 
distributed so that each period would bear its proper proportion of the 
charge, or is it chargeable directly to surplus in the years of redemption? 

Your explanation of this principle will be greatly appreciated. 

A. A. ENGLER. 


Fremont, Ohio. 


When preferred stock is issued with a provision that it is redeemable 
after five years at 110, the premium paid at redemption may be considered 
an additional charge for the use of the money beyond the agreed annual 
dividend, or it may be considered an extra dividend. 

It cannot be distributed so that each period would bear its proper 
proportion of the charge, unless the corporation makes sufficient profits 
from the beginning to cover it, in addition to the preferred dividends 
payable annually in cash. 

It must be remembered that the provision to redeem the stock at a 
premium cannot be made mandatory. The premium is a charge against 
profits in any event, and cannot be paid unless there are sufficient profits 
earned out of which to pay it. A promise to redeem at a premium would 
not be binding on account of this necessary condition. 

Assuming that the corporation is prosperous enough to have earned its 
annual preferred dividend and enough more, it should each year set up 
a reserve for preferred redemption dividend of one-fifteenth of the total 
premium, The offsetting debit would be to surplus, since all dividends 
are payable out of surplus. The object of doing this is to appropriate 
sufficient of the surplus profits for the purpose of carrying out the 
desired redemption of the stock, which might be prevented if the surplus 
were allowed to be used for dividends to the common stock to such an 
extent that there would not be left enough to cover the premium on the 
preferred stock to be redeemed. 

There might develop an interesting condition, not contemplated by the 
question, in case the corporation, instead of redeeming the stock at 110, 
should be able to buy up the requisite amount in any year at a lower 
price. The reserve, having been based on 10 per cent. is now larger than 
it should be. The question would arise whether the saving in premium 
should inure to the benefit of the year in which the saving was made, or 
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whether the annual amount to be appropriated out of surplus for the 
remaining years should be proportionately reduced. Jf the excess was 
very small in the year in question the crediting of the whole of the saving 
to surplus might allow the declaring of a dividend on the common stock 
which would otherwise be impossible. It would be difficult to find any 
reason why a claim on the part of the common stockholders to consider 
the saving as one belonging only to the year in which it was made should 
not be allowed. The claim would be based on the principle that would 
govern in case an extraordinary profit had been made in that year, such 
as the sale of a capital asset for more than its book value. 

The use of one-fifteenth as the amount to be credited to the reserve sach 
year is based on the assumption that the corporation is to be allowed five 
years before it begins to accumulate the funds necessary to redeem the 
stock, the first redemption taking place at the end of the sixth year. If it 
were intended that the first stock should be redeemed at the end of the 
fifth year, one-fourteenth would be the proper amount to be credited 
annually. 

On the ground that each year should bear its share of the premium in 
proportion to the amount of money of which it had the use, the first six 
years enjoying the use of all the capital should stand the greater annual 
portion of the premium, and each subsequent year should have its burden 
reduced in proportion to the reduction of the capital. The amount appli- 
cable to each year would be found by the stock outstanding method, as 
follows: 


The first six years would each have the use of 100 per cent. 600 
The next nine years would have the use of an amount 
diminishing from 90 to 10 per cent. 450 


1,050 


The proportion for each of the first six years would be 100/1050 of the 
total premium, the seventh year 90/1050 and so on. If the total premium 
was $100,000 the annual contribution to the reserve would be as follows: 


Ist 6 years at $9,523.81 per annum, 600 57,142.86 
7th year 90 8,571.43 
8th “ 80 7,619.05 
th “ 70 6,666.66 
10th “ 60 5,714.29 
llth “ 50 4,761.91 
12th “ 40) 3,809.52 
13th “ 30 2,857.14 
14th “ 20 1,904.76 
Sth “ 10 952.38 

1,050 100,000.00 
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This distributes the burden equitably among the years in which the 
capital is available. The objection to this method is that the heaviest 
burden falls on the first few years, when the concern is getting on its feet 
and is not likely to be able to provide for it as well as it will be later 
when its business is firmly established. 


SEeconD-HaNnp AUTOMOBILES ACCOUNT 
Editor, Students’ Department: 


Sm: The company by which I am employed is a distributor of a 
certain make of automobiles, and wishes to operate a second-hand car 
department, separate from the main business, but with the accounts kept 
by its office force. I shall appreciate it, if you can tell me how I can 
keep the accounts of such a department on the main office books. 


Yours very truly, 
STUDENT. 


To handle a second-hand car department, it will of course be necessary 
to open an account with “second-hand cars.” To this account should be 
charged the cars taken in. The price to be charged would be the amount 
allowed in trade, as I suppose all the second-hand cars are acquired in 
this way. However, if the amount allowed is in excess of the amount 
expected to be realized from their sale, they should be charged at a 
lower price, and special discount charged with the difference when 
recording the sales of the new cars. A special allowance of that kind 
should be so recorded and should not be shown as a loss on the second- 
hand cars. Of course, if the selling price of the new car is reduced, 
the difference will be taken care of; but dealers usually prefer to raise 
the allowance for old cars rather than to reduce the selling price of new 
ones. 


A register of cars taken in should be kept, giving their description and 
the amount allowed for them. When sold, the amount realized should be 
entered in this register. This will show the profit or loss on each one; 
and a list of the unsold cars will be an inventory, to be verified by 
inspection of the cars. 

Any repairs or renewals put on the old cars would be charged to 
second-hand cars account, and must be also noted in the register, so that 
each car will show just what it cost, and so that the register can be 
checked against the ledger account, if necessary. 

It does not seem to me that any more need be done about these cars. 
The cost of handling them is really a cost of selling new cars. 


WRITING oFF GOODWILL 


Editor, Students’ Department: 


Sm: “A” corporation has on its statement as an asset goodwill of 
$30,000.00 and on the liability side reserve fund of $20,000.00, accumulated 
out of net profits. The board of directors of “A” corporation desires to 
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reduce the amount of goodwill by closing reserve fund account into good- 
will account. Will you kindly explain 


1, Whether it is legally possible to do this or not. 

2. Whether or not it is sound policy from the financial standpoint. 

3. By doing this, does it make any difference in the statement as to 
the financial strength of “A” corporation. 


“A” corporation is a going concern making good profit every year. 
Respectfully yours, 
SUBSCRIBER. 

Los Angeles, California. 

The first thing to note is that the corporation has a reserve fund on 
the liability or credit side. A fund is “cash or other assets set aside 
for some specific purpose.” Cash or other assets cannot be a credit, 
therefore the use of the word fund to describe a liability is entirely 
wrong. Again, the word reserve describes an amount which is taken out 
of profits as the representative of a loss, either known or estimated. For 
instance, the reserve for depreciation of machinery is the estimate of the 
amount of loss so far suffered by the plant from the wear and tear of its 
machinery from use. For this reason a reserve account represents a loss 
that has been charged off to profit and loss, and does not represent 
accumulated and available profits. 

Therefore if the $20,000 in the reserve account is really a reserve, it is 
a liability, or rather the reduction of an asset, and is not profit. If this 
is the case, it cannot be used in reduction of the goodwill. If, as is 
probable, the word reserve is used in error, and surplus is meant, the 
directors have a perfect right to apply the whole amount in reduction of 
goodwill. 

The only reason why it would not be sound policy to write off the 
goodwill is because it would entirely use up the surplus and might lead 
to the presumption of poor management, since the absence of a surplus 
from the balance-sheeet might be taken as evidence either that no profits 
had been made or that the directors had been unwise enough to distribute 
all the profits in dividends, instead of accumulating them in the surplus, as 
a safeguard against possible losses in the future, 

Writing off the goodwill would have no effect upon the financial 
strength of the company. Creditors or a bank from which a loan was 
solicited would judge of the financial strength from a comparison of 
tangible assets with liabilities, especially with a view to ascertaining 
whether the quick assets were ample to cover the quick liabilities. No 
value would be placed on the goodwill, because that is an intangible asset 
peculiar to a going prosperous concern. As long as the business is 
prosperous enough to have a real goodwill, it is necessarily in such a good 
position that it can pay its creditors. If the business is not in such a 
position, it has no goodwill. In the first case it is not necessary as a 
protection to creditors, who are secure without it, and in the second case 
it has no real existence and no value to creditors or to any one else. 
Therefore, in any case, it is ignored in forming an estimate of the financial 
strength of the concern. 
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As goodwill is an element of the value of a business to an intending 
purchaser, its existence would affect the price at which a business could 
be sold, but this would be the case whether the goodwill was expressed 
on the books or not. If on the books, the amount at which it was carried 
would not affect the value to be placed on it by the intending purchaser, 
since he would make his own estimate of its value by a proper analysis of 
the revenue accounts for a series of years. 

Unless $20,000 is the amount of the surplus account after dividends 
have been provided for, charging all of it off against goodwill would 
prevent the declaration of a dividend in that year, and in this way the 
financial reputation of the corporation might suffer. 

Dicksee, in his excellent book on Goodwill, makes the assertion that, if 
a company has legitimately placed goodwill on its books by purchase and 
afterwards writes it off against surplus, it thereby establishes a secret 
reserve. We venture to disagree with him. It is true that the surplus 
has been reduced on the balance-sheet below the amount at which it was 
formerly legitimately carried, and that the goodwill no longer appears 
as an asset. But the dropping of the goodwill from the balance-sheet is 
no secret, as any one can see that it is not there. It is also true that, 
if the surplus is taken to be the measure of the past earning power of a 
company, the reduction of the surplus would indicate a smaller earning 
power than had really existed. But the surplus is no indication of past 
earning power, unless it is accompanied by a statement that no dividends 
had ever been paid. In order to find the earning power it is necessary to 
have a condensed statement of the surplus account, showing all the yearly 
operating profits credited to it and all the dividends and other items 
charged to it during the years. Such a statement would disclose the fact 
that the goodwill had been charged off, and again there would be no 
secret. 

If a tangible asset is charged off against surplus, there is a secret 
reserve established, as in the case of the Bank of England, on whose 
balance-sheet there is nothing to show that it owns its banking house worth 
ten million dollars. The difference between charging off a building and 
charging off goodwill is that a business does not necessarily have to own 
a building, and its absence from the accounts would imply that it did not 


own one, thereby establishing a secret reserve to that extent, while the 


possession of a goodwill is inherent in the very nature of a business in 
proportion to its prosperity, and the absence of it from the accounts 
implies nothing more than that the occasion never has arisen for placing 
it on the books, or that the business no longer cares to carry it as an 
asset. It cannot be inferred that it does not exist because it does not 
appear on the balance-sheet. 
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Quick ASSETS 


Editor, Students’ Department: 


Sir: Paul Havener, C.P.A., in Analysis of Financial Statements, May 
issue of THE JouRNAL oF ACCOUNTANCY, pages 351 and 356, includes the 
item “inventories” as part of the current assets. 

Is it good accounting practice to place it there? Inventories are 
composed of inventories of raw materials, goods in process, finished goods, 
etc., and is usually found under the caption “working and trading assets.” 

In the statement (balance-sheet) herewith attached the item “securities 
owned” is classified as fixed assets, it having been taken for granted that 
these securities are those of close corporations, cannot be sold quickly 
and therefore cannot be considered as current assets. 

It then appears that unless inventories are included as part of the 
current assets, the current liabilities will exceed the current assets by 
$46,585.00 thus proving that the company is practically insolvent. 

Now, were this company desirous of borrowing $50,000.00, do you 
think that the bankers, when analyzing the certified balance-sheet presented 
to them would consider inventories as part of the current assets? 


Reading Manufacturing Co. 
Balance-Sheet,—December 31, 1916 


Assets Liabilities 

Plant and equipment 557,750 Capital stock 500,000 
Securities owned 200,000 Bond and mortgage payable 250,000 
Inventories 134,000 Current liabilities 
Current assets Taxes accrued 1,085 

Cash 144,825 Salaries and wages 

Accounts receivable 99,000 accrued 500 

Notes receivable 33,750 Accounts payable 51,575 


Notes payable 265,000 





Total current assets 277,575 
Deferred charges to expense 11,075 Total current liabilities 324,160 
Reserve depreciation plant 


and equipment 22,285 

Surplus 83,955 

1,180,400 1,180,400 

——_—=—<———s —_—— 

Your reply through the Students’ Department will be highly appreciated, 
M. J. C. 


I do not know where our correspondent gets his authority for saying 
that inventories are usually found under the caption of “working and 
trading assets.” There is a distinction between these two classes of 
inventories. An inventory of working assets would include only those 
things which are to be used up in the course of operations, such as oil 
and waste. They are not to be sold either in their present shape or in 
any form that they may take in the future. Trading assets are those 
which are intended for sale, whether entirely ready for sale as finished 
goods or on the way to being made ready in the future. 

Current assets are those which are already cash or are in process of 
being turned into cash within a comparatively short time. The length of 
time depends on the character of the business and is not material, so long 
as it is recognized that the eventual aim is the conversion into cash as 
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soon as it can be conveniently done. This definition will include not only 
finished goods, but also goods in process and raw material. To exclude 
them because it may take some time to convert them into cash by sales 
to and collections from customers would also cause the exclusion from 
the classification of current of all customers’ accounts which have been 
post-dated for any considerable time. 

The banker in the case cited would certainly be justified in making 
the loan of $50,000, if the mortgage was represented by long time bonds 
for which a sinking fund was provided and if the company was making 
steady and reliable profits more than sufficient to keep up the sinking fund. 
Otherwise the margin between current assets, including the inventories, 
and current liabilities is too small. The concern has not sufficient working 
capital to enable it to finance its business properly, unless the securities 
owned are such as can be used as collateral. The large size of the notes 
payable makes it appear probable that this has already been done. If so, 
they have cash enough to pay all the unsecured accounts and notes payable, 
and the loan of $50,000 would be entirely safe. 


The classification of the securities as fixed assets may or may not be 
correct, but the reason for calling them so is entirely wrong. If they 
are conservatively valued they can be sold within a reasonable time at 
somewhere near their book value. If they can be realized within thirty 
days they would be much quicker assets than accounts receivable due in 
ninety days would be, and there would be no objection to classing the 
latter as quick or current. 

The true basis for the classification of securities owned is found in 
the reason that caused them to be acquired. They may consist of shares 
of stock in some company whose control is vitally important to the business 
itself, or they may be bonds or stocks carried as an investment of funds 
which would be idle otherwise for the greater part of the time. The best 
definition of a fixed asset is that it is a permanent investment, necessary 
to the business, and one that is not intended for sale. Therefore, if the 
stock is owned because the control of it is essential to the business, it is 
a fixed asset, not intended for sale, since the sale of it would cripple the 
business. If the securities are bought merely to employ idle money, they 
can be classed as quick assets, as they can be sold at any time without 
crippling the business. 


Stock DivipEND—SUBSCRIPTION RIGHTS 


Editor, Students’ Department: 


Sm: I have come across the following problem on which I would 
ask that you give me your opinion as to the proper procedure. 

An Illinois company is incorporated with a capital stock of $200,000, of 
which $180,000 was paid in in actual cash or other assets. In making 
their application for the charter, all the stock was subscribed, as of course 
it was necessary that this be shown. The full capital, however, was not 
required. It is a close corporation and at the present time has only ten 
stockholders. 
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It was recently decided that, inasmuch as a surplus of some $30,000 
had accumulated, they would declare a stock dividend, pro rata, for the 
$20,000 of stock still in the treasury unissued but subscribed for by one 


of the present stockholders. 
No action on this transaction was taken by the board of directors, and 


no record of it appears in the minute-book of this corporation. Is it 
necessary that a transaction of this nature be recorded in the minute-book, 
inasmuch as all the stock was originally subscribed? Will not this stock 
dividend have to be reported as income for the current year, if the surplus 


was earned since 1909? ; 2 
I will thank you for a recommendation in regard to the proper 


procedure in this matter at your early convenience. LPL 


Unless a dividend is authorized by the board of directors by a 
resolution properly spread on the minutes it is illegal, and any one receiving 
a share of it is liable to creditors for the amount, if the company gets into 
trouble. 

With a surplus big enough to cover it the board of directors can declare 
a dividend and pay it in cash or in treasury stock. In your case, however, 
there is no treasury stock, as that is only stock which has been fully paid 
for and issued and has since been acquired by the company. The stock 
in your case is unissued stock, and the man who subscribed to it has the 
right to take it and pay for it at par, unless the board of directors has 
notified him that he must exercise his subscription rights or they will be 
declared forfeited. 

The proper procedure is to get from the subscriber a written waiver 
of his right to take the stock. Then the board of directors can declare 
a dividend of $20,000 to be paid out of the unissued stock. 

The stock dividend will have to be reported as income by the individuals 
receiving it, but as a “dividend from corporations paying a like tax.” It 
does not affect any one’s normal tax, but would affect the sur-tax, if any 
of them pays one. The corporation of course, is not affected at all. 


SALARY OF AN INDIVIDUAL PROPRIETOR 


Editor, Students’ Department: 
Sir: In the case of a sole ownership of a business, is it good accounting 
practice to charge salary for the owner-manager who is devoting his 


entire time to the business? 
If no salary is charged, would the income account reflect the true 


earning capacity of the investment? 
If a salary is charged, what ratio should it bear to the gross profit on 


operations? 
Very truly yours, 


gz © P. 

Hartford, Connecticut. 

The only object in charging a salary for the service of the proprietor 
in case of a sole ownership of the business is to show how much more 
or less he makes than a fair salary. As all the profits belong to him 
anyway, he can tell this just as well by seeing how much his net profits 
exceed or fall short of what he considers a fair salary. 
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His salary would be based on what he considers his services worth, 
exactly the same as if he were hiring out to any one else, and would have 
no relation to gross profits, except as his ability to make profits would 
determine his value to the business. 

As far as the true earning capacity of the business is concerned, it is 
determined by the net profits, whether a salary is charged or not. An 
individual engaging in a business expects it to return him a profit which 
will cover three things; a fair return as interest on his capital; a fair 
recompense for his personal services; and a further amount to cover 
contingencies. He makes his own estimate as to how much each of these 
elements should represent, and judges of his success or failure by the 
ability of the business to make enough to cover them all or its falling 
below the requisite result. He can express two of these elements on his 
books by charging the business with interest and with his personal salary, 
but such entries are not at all necessary. 

If a combination or merger is made of two concerns, one of which is 
an individual proprietorship and the other a corporation, it becomes 
necessary in determining the relative earning capacity of the two concerns 
to allow for a salary to the individual proprietor, in order to equalize 
the conditions between the two, since the corporation must be managed 
by one or more salaried officers. It would be manifestly unfair to the 
corporation to compare its net profits, against which management salaries 
have been charged, with those of an individual who has made no charge 
for his services. ; 


The Illinois examination of May, 1917, contained this question : 


The following is the trial balance of the John Brown Manufacturing 
Company (an Illinois corporation) as at June 30, 1916: 


Accounts payable $172,000.00 
Accounts receivable $193,000.00 
Accrued taxes 4,000.00 
Capital stock 450,000.00 
Cash 183,000.00 
Consignments 16,000.00 
Equity in real estate not used for 

business 20,000.00 
Goodwill 1,000,000.00 
Inventories 418,000.00 
Notes payable 70,000.00 
Prepaid expenses 6,200.00 
Plant and equipment 140,000.00 
Reserve for depreciation 58,000.00 
Reserve for doubtful accounts 4,500.00 
Reserve for inventory fluctuations 4,150.00 
John Brown—drawings 25,000.00 
Surplus 1,232,550.00 
Wages unpaid 6,000.00 





$2,001,200.00 $2,001,200.00 
68 





a ee 





— 





Students’ Department 


The business of the company was an old established one which had 
been uniformly successful, having shown regularly a gross profit on sales 
of 40 per cent. over cost. For many years it had paid regular quarterly 
dividends of 2% per cent. and had also carried considerable amounts of 
earned profits into surplus account. Having regard to the fact that the 
amount standing to the credit of surplus as shown by the books at June 30, 
1916, amounted to $1,232,550.00, the company decided to distribute a stock 
dividend of 100 per cent. to stockholders of record as at July 1, 1916. 
The volume of its business having reached the limit of production of its 
present leased factory, the company determined to buy a manufacturing 
plant, consisting of real estate, buildings, and equipment, at a cost of 
$115,000.00, and to expend $122.000.00 on additions to buildings and 
$50,000.00 on additional equipment. The real estate not used for business 
was sold and realized $20,000.00 over and above the mortgage thereon. 
It was found that certain of the equipment in the factory purchased was 
not required, and it was therefore sold, realizing $20,000.00. As the 
property was purchased in exceptionally favorable circumstances and as 
it was desired to finance the purchase thereof and the additions and the 
improvements thereto by an issue of $250,000.00 10 year 6 per cent. bonds 
at 92%, an appraisal was made of the real estate, buildings and equipment 
purchased, with the result that the appraised value was found to be 
$85,000.00 in excess of the book value, which was adjusted accordingly. 

The balance of the various profit and loss accounts for the year 
ended June 30, 1917, resulted in a net credit of $300,000.00. During the 
year quarterly dividends of 2% per cent. were paid and $133,125.00 was 
expended on additions and improvements to buildings and plant. 

According to the trust deed securing the bonds $25,000.00 was to be 
set aside annually out of earnings as a sinking fund and applied in the 
redemption and cancellation of the bonds at par, the bonds to be redeemed 
and cancelled being selected by lot. Assuming that the discount on bonds 
was to be written off in equal annual instalments over the life of the 
bonds and that the first instalment of the sinking fund, due June 30, 1917, 
had been applied in the redemption of bonds at that date, that $50,000.00 
was to be added to the depreciation reserve, and that except for the 
changes consequent upon, 

(1) The purchase and improvements of the property and 
plant and the financing of same; 
(2) The bringing into account of the profits of the year 
ended June 30, 1917, and their disposition; 
the assets and liabilities at June 30, 1917, were the same as at June 30, 
1916, you are required to prepare 
1. A balance-sheet as at June 30, 1917. 
2. A surplus account for the year ended June 30, 1917. 
Solution 


It is necessary to set up the cashbook entries, as a memorandum, and 
as long as this work has to be done, it is just as well to incorporate it in 
the solution. although not asked for. 
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Cash 
Balance, June 30, 1916, $183,000.00 Real estate, buildings and 
Real estate sold 20,000.00 equipment $115,000.00 
Equipment sold 20,000.00 Additions to buildings 122,000.00 
Bonds, $250,000 @ 92% 231,250.00 Additions to equipment 50,000.00 
Profits for year 300,000.00 Additions and improve- 
ments to plant 133,125.00 
Four dividends @ 2%% 90,000.00 
Bonds bought 25,000.00 
Balance, June 30, 1917 219,125.00 
$754,250.00 $754,250.00 
Surplus 
Depreciation reserve $50,000.00 Balance, June 30, 1916, $1,232,550.00 
Bond discount 1,875.00 Net profits of year 300,000.00 
Stock dividend 450,000.00 Writing up fixed assets 85,000.00 
Cash dividends 90,000.00 
Balance, June 30, 1917, 1,025,675.00 
$1,617,550.00 $1,617,550.00 


The writing up of the real estate, buildings and equipment for the 
avowed purpose of raising their value to a point where they would appear 
to be worth double the proposed bond issue was entirely contrary to good 
accounting principles. Since the problem says that it has already been 
done, an auditor has no option but to show it in the surplus account, but 
he should call attention to it and should disclaim any responsibility for 
the action. However, he may state that the enhanced value is the result 
of an appraisal by competent appraisers, if he thinks such is the case. 


Balance-Sheet, June 30, 1917 











Assets Liabilities 
Plant and Capital stock $900,000.00 
equipment $625,125.00 Surplus 1,025,675.00 
Less reserve 108,000.00 $517,125.00 Bonds 225,000.00 
Goodwill 1,000,000.00 Notes payable 70,000.00 
Inventories 418,000.00 Accounts payable 172,000.00 
Consignments 16,000.00 Wages unpaid 6,000.00 
Accounts re- Accrued taxes 4,000.00 
ceivable 193,000.00 Reserve for inventory 4,150.00 
Less reserve 4,500.00 188,500.00 
John Brown— 
Drawings 25,000.00 
Cash 219,125.00 
Prepaid expense 6,200.00 
Discount on bonds 16,875.00 
$2,406,825.00 ~ $2,406,825.00 
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NOTES: The profit of $300,000.00 would not ordinarily be shown as a 
cash receipt. In this particular case it is necessary to treat it so, because 
the problem states that with certain exceptions the assets and liabilities 
are to be taken as not having changed. Therefore, the increase in active 
assets consequent upon the profits must be shown as an addition to the 
cash. 

As the capital stock was doubled by the stock dividend at the very 
beginning of the fiscal year, the cash dividends are based on a capital of 
$900,000.00, not of $450,000.00. 

As these are the accounts of a corporation, no disposition can be made 
of the item “John Brown, drawing $25,000.00,” except to carry it as an 
asset. Even if he is president of the company, John Brown had no right 
to have a so-called drawing account at all. The only ways in which a 
stockholder can draw money from a corporation, except by selling it 
goods, are by being paid a salary or in dividends. The use of the word 
“drawings” shows that this amount was not a salary, and as there is no 
intimation as to how much stock he held, if he held any, we cannot offset 
the debit balance against any dividends that Mr. Brown may or may not 
have received. 

It will be noted that the balance-sheet, as set up, contains no item 
representing a sinking fund, although the problem says that $25,000.00 was 
to be set aside each year out of earnings as a sinking fund, and applied 
in the redemption and cancellation of the bonds. The essence of a 
sinking fund is that the bonds put into it are not cancelled, but are kept 
alive so that the fund may accumulate at compound interest. The 
cancellation of the bonds in this case shows that they were merely 
redeemed, and that no sinking fund was established. 

E. H. Turner, A.C.A., an English authority, says—The sinking fund 
method provides for the setting aside, each year, and accumulating by 
way of compound interest, such a sum as will be sufficient to pay off the 
money borrowed within the prescribed period. 

Hatfield—The theory of the sinking fund involves the compounding of 
interest on the invested instalments. 

Dicksee—The amount that must be invested annually to produce the 
required sum is ascertained, upon the footing that the income derived from 
the investment is to be re-invested so that the whole may accumulate at 
compound interest. 

Dickinson and Montgomery do not seem to give any definitions. 
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AN ACT ENTITLED, AN ACT PROVIDING FOR THE CREATION 
OF A BOARD OF ACCOUNTANCY, AND FOR THE CER- 
TIFICATION OF PUBLIC ACCOUNTANTS. 


(Approved March 10, 1917.) 
Be it enacted by the Legislature of the State of South Dakota; 


Section 1. That any citizen of the United States residing in the state 
of South Dakota, or having a place for the regular transaction of business 
in the state of South Dakota, as a practising public accountant, and being 
over the age of twenty-two years, of good moral character, and who shall 
have received from the board of accountancy of the state of South Da- 
kota a certificate as provided in this act, shall be styled and known as a 
certified public accountant and be entitled to use the abbreviations C. P. A. 
in connection with his name, and no other person and no firm, all the 
members of which are not certified public accountants of this state, and 
no corporation in the state of South Dakota, shall assume such title or use 
the abbreviations C. P. A., C. A. or any other words, letters or figures to 
indicate that the person, firm or corporation using the same is a certified 
public accountant. . 

Sec. 2. On and after July Ist after the taking effect of this act the 
governor shall appoint three persons to constitute and be known as a 
“board of accountancy” whose duty it shall be to administer and provide 
for the enforcement of all provisions of this act. The board thus ap- 
pointed shall consist of the public examiner, the executive accountant and 
the insurance examiner of the state of South Dakota. The term for which 
they shall be appointed to serve on this board of accountancy shall be 
for the period of their incumbency in the respective offices to which they 
have been appointed. 

Sec. 3. The time and place for holding examinations under this act 
shall be advertised for not less than three consecutive days in two daily 
newspapers published in this state, not less than twenty days prior to the 
date of such examination, and a notice of the same shall be mailed to all 
holders of certificates under this act, as well as applicants. The examina- 
tion shall cover the following subjects: theory of accounts, practical ac- 
counting, auditing and commercial law as affecting accountancy. Appli- 
cants for certificates before taking the examination must produce evidence 
satisfactory to the board that they are over twenty-two years of age, of 
good moral character, a graduate of a high school with a four years’ 
course, or have an equivalent education, or pass a preliminary examina- 
tion to be set by the board, or that they have had at least three years’ 
practical accounting experience. The fees for such examination shall be 
twenty-five dollars for each applicant, payable to the treasurer of the 
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board at the time of filing application and at least ten days prior to the 
holding of the examination. After the examination provided by this act, 
the board shall, if, in its judgment, the applicants are entitled thereto, 
issue certificates as provided in this act. The board shall maintain a 
register of the names and addresses of all persons receiving certificates 
under this act, and shall keep a record of all persons whose certificates 
have been revoked. 

In the event the board sliall waive the examination of any person, as 
in this act provided, a certificate shall likewise be issued to such person 
upon payment of the fees hereunder. 


Sec. 4. The board may in its discretion waive the examination of any 
applicant for a period not exceeding six months from and after the taking 
effect of this act, who in addition to the qualifications mentioned in sec- 
tions one and four, (except having passed the examination as provided) 
is at the time of the passage of this act, actively engaged in the practice 
of accounting as a professional public accountant on his own account and 
who has been continuously engaged as such for at least three years next 
preceding the passage of this act. Each applicant for whom examination 
is waived shall pay to the treasurer of the board the sum of twenty-five 
dollars before his certificate is issued, and all moneys collected shall be 
paid into the state treasury by the executive accountant. 


Sec. 5. The board of accountancy may in its discretion register the 
certificate of any person who need not necessarily be a resident of the 
state of South Dakota, and who is the lawful holder of a C. P. A. cer- 
tificate issued under the laws of another state which extends similar privi- 
leges to certified public accountants of this state, provided, the require- 
ments of said degree in the state which has granted it to the applicant 
are, in the opinion of the state board of accountancy, equivalent to those 
herein provided, or to holders of a degree of certified public accountant or 
chartered accountant, or the equivalent thereof, issued by any foreign gov- 
ernment, provided that the requirements of such degree are equivalent to 
those herein provided for the degree of certified public accountant. 


Sec. 6. The board of accountancy may revoke or cancel the registra- 
tion of any certificate issued under this act, for unprofessional conduct of 
the holder or other sufficient cause, provided that written notice shall have 
been mailed to the holder of such certificate at least twenty days before 
any hearing thereon, stating the cause of such contemplated action, and 
appointing a day for such hearing thereon by the board; provided, further, 
that no certificate issued under this act shall be revoked until such hearing 
shall have been held or the opportunity for such hearing afforded the per- 
son charged. 


Sec 7. If any person shall hold himself out to the public as having 
received a certificate as provided in this act, or shall presume to practise as 
a certified public accountant or chartered accountant, or to use the abbre- 
viation C. P. A., or C. A. or any other letters, words or figures to indi- 
cate that the person using the same is such certified public accountant, 
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without having received such certificate, or after the same shall have been 
revoked, he shall be deemed guilty of a misdemeanor, the penalty for which 
shall be a fine of not less than one hundred dollars, nor more than five 
hundred dollars, for each offense, or imprisonment in the county jail for 
a period not exceeding six months. 


Sec. 8. If any person practising in the state of South Dakota as a 
certified public accountant under this act, or if any person who is in the 
practice of public accountancy as a certified public accountant or otherwise, 
shall be found guilty of gross negligence or carelessness or shall wilfully 
falsify any report or statement bearing on any examination, investigation 
or audit made by him or under his direction, he shall be deemed guilty of 
misdemeanor and, upon conviction thereof, shall be punished by a fine of 
not less than one hundred dollars and not more than one thousand dollars, 
or by imprisonment in the county jail for a period of not less than three 
months or more than one year or both fine and imprisonment for each 
time he may be convicted of such a misdemeanor. 


Sec. 9. Every person having been granted a certificate under the pro- 
visions of this act shall give a bond in the sum of five thousand dollars to 
the auditor of state before entering upon his duties for the faithful per- 
formance of the same; provided, that this act shall not be construed to 
prohibit any person, not a certified public accountant, or chartered ac- 
countant, who does not advertise himself as such to seek employment and 
to be employed as accountant at whatever wage or salary may be agreed 
upon. 


Sec. 10. Said board of accountancy shall have a seal of such device as 
the governor shall approve, to be surrounded by the words, “Board of 
Accountancy of South Dakota.” An impression of such seal shall be filed 
in the office of the secretary of state, and shall appear upon all certificates 
of accountancy issued. All records, books and papers of the board of 
accountancy shall be deemed public records of the state. For every copy 
of any paper filed with the board of accountancy there shall be charged a 
sum of twenty cents per folio, and for affixing the official seal to each copy 
and certifying to the same, the sum of one dollar shall be charged. All 
copies of records and papers of the board of accountancy certified by the 
secretary thereof and authenticated by the seal of said board of accuunt- 
ancy shall be received in evidence in all courts equally and with like effect 
as the originals. 


Sec. 11. The board of accountancy shall be provided with all records, 
blanks, stationery, certificates of accountancy and other necessary equip- 
ment incident to the transactions of all business under the terms and pro- 
visions of this act during the first fiscal year after it shall have taken 
effect, and for this purpose there is hereby appropriated out of the general 
fund of the state, not otherwise appropriated, the sum of one hundred 
dollars ($100.00). Any unused portion of said appropriation shall, at the 
expiration of the first fiscal year after this act shall have taken effect, re- 
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vert to the general fund of the state. All fees and charges collected by 
the board of accountancy shall be covered into the state treasury and 
credited to the board of accountancy fund, which is hereby appropriated 
to the use of the board of accountancy toward paying the expenses of 
enforcing this act. The expenses of the board of accountancy shall, how- 
ever, be limited to the moneys received by it in fees and charges. Ail 
expense actually and necessarily incurred by the board of accountancy for 
compensation of such board and other expenses in carrying out the pro- 
visions of this act shall be paid by the state treasurer upon warrants drawn 
upon the board of accountancy fund by the state auditor upon duly item- 
ized and epproved vouchers. 
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Correspondence 
Interest Charged to Cost 
Editor, The Journal of Accountancy: 


Sm: The fallacy that a manufacturing concern should charge a theo- 
retical percentage of its investment to the cost of manufacturing has 
again been brought forward by Clinton H. Scovell in his new book, Cost 
Accounting and Burden Application, D. Appleton and Company, New 
York, 1916. 

In attempting to prove his theory, Mr. Scovell trusts to confident 
assertion rather than to logical argument—repetition rather than demon- 
stration—and calls to his aid the economists, many of whom he quotes 
but whose meanings he either fails to understand or incorrectly represents. 


Mr. Scovell would have us believe that he understands the economists’ 
theory and practises along those lines, while the accountants who differ 
from him remain in outer darkness. One cannot help feeling that except 
for a difference in terminology the recognized economists and account- 
ants meet harmoniously on common ground. The apparent discrepancies 
between academic theories and practical methods are easily reconcilable 
without subscribing to any startling innovations. One-can accept the 
economist’s viewpoint that interest and profits, as he defines them, are 
essentially different in principle, and yet hold that neither should be 
charged to cost. Because the profits made by A. B. Co. can academically 
be divided into profits of land, profits of capital and profits of the entre- 
preneur (the nature of each being in no wise changed by calling the 
profits of land “rent,” the profits of capital “interest” and the profits of 
the entrepreneur “profits”) is no proof that they are not parts of the 
whole nor any reason for claiming that either of them is a cost item. 

Let us examine the quotations from the writings of Alfred Marshall 
as Mr. Scovell lays special stress on them—see foot note, page 306— 
appendix. 

Ist. “He (the manufacturer) would not, however, be willing 
to continue the business unless he expected his total net gains from 
it to exceed interest on his capital at the current rate.” ; 

2nd. “Supplementary costs are taken to include standing charges 
on account of the durable plant in which much of the capital of 
the business has been invested, and also the salaries, etc.” 

3rd. “Finally, we may regard this supply price of business 
ability in command of capital as composed of three elements. The 
first is the supply price of capital; the second is the supply price 
of business ability and energy; and the third is the supply price of 
that organization by which the appropriate business ability and the 
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requisite capital are brought together. We have called the price of 
the first of these three elements interest; we may call the price of 
the second taken by itself net earnings of management, and that 
of the second and third, taken together, gross earnings of manage- 
ment.” 


lst. Mr. Marshall’s statement is not that the profit is only the excess 
gain over the current interest rate, but that the current interest rate plus 
the excess is the profit. 

2nd. He does not state that the standing charges include a theoretical 
interest on the invested capital but simply allocates under the head of 
supplementary cost all items of expense that are not for material, labor 
or repairs and maintenance. 

3rd. He does not say that the supply price of capital should be 
charged to manufacturing cost but that this supply price may be called 
interest. 

It is impossible to read into these statements anything to justify Mr. 
Scovell’s contentions or on which to base a criticism of the accountants 
whom he names. All net returns of capital and management are profits, 
as all economists will agree. What else can be inferred from Mr. Scovell’s 
own words: 


“with a corresponding credit to an account known as interest charged 
to cost, which is a credit each period to the loss and gain account 
and as such is available for dividends.” 


Would even Mr. Scovell pay dividends from anything but profits? 
If we concede that the net return of capital is a part of the profit— 
and surely that must be admitted—what justification is there for arbitrarily 
predetermining the profit and anticipating it by absorbing it into cost ?* 


It is perfectly true that accounts do not give all desired information 
but this is no reason for writing into them matter that is not pertinent 
and will give erroneous results. Mr. Dickinson’s suggestion that the 
demand for additional information be met by “supplementary statistical 
accounting,” in spite of Mr. Scovell’s sarcastic remarks regarding this 
method, is really thoroughly practicable, very simple and in quite general 
use. 

I have made no reference whatever to interest paid. That unquestion- 
ably is an expenditure and, considering the business as a whole, is a cost. 
It is not however, a manufacturing cost, selling expense or even an ad- 
ministrative and general expense, but rather a cost necessitated by lack 
of capital and a charge against profit, or in other words, the profit earned 
by the capital owned will be lessened by the amount of the interest paid. 


Yours truly, 
Bridgeport, Connecticut. Watter C. MacNEILLe. 


oni 

*X. Y. Co. earned in 1913 4%, in 1914 514%, in 1915 27% and in 1916 53% with 
the same management but an increase of capital in 1915 and again in 1916, charging 
no part of the profit to cost. How would Mr. Scovell divide the increased profits 
shown between capital and management?—W. C. McN. 
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News of Accounting Societies 
California State Society of Certified Public Accountants 


At the annual meeting of the Los Angeles chapter of the California 
State Society of Certified Public Accountants on May 16th, the following 
officers and directors were elected: Reynold E. Blight, president ; Frederick 
F. Hahn, vice-president ; E. H. Spencer, secretary-treasurer ; A. M. Loomis, 
and H. Ivor Thomas, directors. 

The mayor of Los Angeles has requested the president of the Los 
Angeles chapter to name two members of the chapter to serve on the 
city budget committee. F. F. Hahn and W. P. Musaus have been ap- 
pointed. 





British Society of Incorporated Accountants and Auditors 


The council of the British Society of Incorporated Accountants and 
Auditors has unanimously elected Arthur Edwin Woodington, London, and 
William Claridge, Bradford, president and vice-president respectively for 
the ensuing year. 

The report of the society presented at the annual meeting, May 17, 
1917, shows that on December 31, 1916, there were 2,800. members on the 
roll. During the year seven members fell in action, two were awarded the 
D. S. O., two the military cross and one the meritorious staff service 
medal. 

The funds of the society at the close of the year exceeded £11,000, 
exclusive of nearly £3,000 held for benevolent fund purposes. 





Maryland Association of Certified Public Accountants 


The annual dinner and election of officers of the Maryland Associa- 
tion of Certified Public Accountants was held at the Hotel Rennert, 
Baltimore, on Tuesday, June 12, 1917. The following officers were elected: 
president, Ernest E. Wooden, C.P.A.; vice-president, Raymond C. Reik, 
C.P.A.; secretary, Ernest C. Hendrix, C.P.A.; treasurer, Florence Hooper, 
C.P.A. The association voted to expend the larger part of its surplus 
in the purchase of a Liberty bond. 





New York State Society of Certified Public Accountants 


At the annual meeting of the New York State Society of Certified 
Public Accountants the following officers and directors were elected: 
John R. Sparrow, president; J. S. M. Goodloe, first vice-president ; Henry 
B. Fernald, second vice-president; David E. Boyce, treasurer; James F. 
Farrell, secretary; directors: Hamilton S. Corwin, Peter A. Eckes, Joseph 
J. Klein, Chas. F. McWhorter, Leroy L. Perrine, and J. E. Sterrett. 
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Iowa State Board of Accountancy 
At a recent meeting of the Iowa state board of accountancy the 
following officers were elected: P. L. Billings, chairman; E. G. Prouty, 
secretary and treasurer. The third member of the board is E. 
Worthington. 





Kentucky State Board of Accountancy 


The governor of Kentucky has reappointed E. C. Conley a member of 
the state board of accountancy for a period of three years. 


Louisiana State Board of Accountancy 
The governor of Louisiana has re-appointed Elkin Moses, C.P.A., New 
Orleans, as a member of the state board of accountancy. 








The Government and Cost Accounting 

The Federal Trade Commission under the chairmanship of Edward 
N. Hurley instituted an investigation of cost accounting among the manu- 
facturers throughout the country. Much valuable work was done by the 
commission and the cause of better accounting was advanced considerably. 

A large portion of the credit for the work done must be given to 
Robert E. Belt, who was largely responsible for the preparation of pamph- 
lets dealing with cost accounting and conducted, under the supervision of 
the commission, a campaign of education which has already borne fruit. 

The work of the cost accounting bureau has recently been turned over 
to the Department of Commerce and under the bureau of foreign and 
domestic commerce of that department a cost accounting division has been 
formed with the intent of carrying on the work begun by the Federal 
Trade Commission. 

Mr. Belt resigned from government service about this time and the 
American Institute of Accountants was asked to nominate someone to 
take charge of the new cost accounting division during the first few 
months of its existence under the Department of Commerce. The Institute 
was glad to be able to nominate J. Lee Nicholson, a mémber of the Insti- 
tute and a recognized authority on cost accounting. Mr. Nicholson has 
undertaken the work and the success of the division should be assured. 





Accounting at College of the City of New York 
It is announced that the College of the City of New York is instituting 
a course in cost accounting under the direction of D. C. Eggleston, 
member of the American Institute of Accountants. The director of the 
college asks the co-operation and assistance of the members of the 
American Institute in the work which has been undertaken. 





New Jersey Budget Preparation 
In accordance with a law passed at the last session of the New Jersey 
legislature Governor Edge of New Jersey has appointed Henry B. Fernald 
special assistant for the purpose of securing data and making investiga- 
tions for the better preparation of the state budget. 
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Sydney H. Rodway 


We regret to announce the death of Sydney H. Rodway, C.P.A., of 
Missouri. Mr. Rodway was the senior member of the firm of Rodway 
& Stone, and was one of the well known accountants of the middle west. 
Before organizing the firm of Rodway & Stone, Mr. Rodway was presi- 
dent of the National Audit Company of Chicago, and also of the Jennings- 
Amos Manufacturing Company. 


Rawlings, Hill & Company, certified public accountants of Norfolk, Vir- 
ginia, announce the opening of offices in the Mutual building, Richmond, 
Virginia, under the management of J. Harold Wren, C.P.A. 





Sully & Hood, certified public accountants, announce that Addison G. 
Strong, C.P.A., has become a member of the firm. The firm name has 
been changed to Sully, Hood & Strong, and the offices are in the Crocker 
building, San Francisco, as before. 





Harold Dudley Greeley, C.P.A., and Cecil D. Giles announce the 
formation of a partnership under the firm name of Greeley and Giles, 
with offices at 149 Broadway, New York. 





F. W. Hilditch & Co. announce the removal of their offices to 141 
Broadway, New York. A branch office is at 1188 Main street, Bridge- 
port, Connecticut. 





C. V. Rowe & Company, certified public accountants, announce the 
removal of their offices to 1206-1208 Claus Spreckels building, San Fran- 
cisco, California. 





J. I. Kinman & Co. announce the opening of offices at 1414-1415 Old 
National Bank building, Spokane, Washington, for the practice of account- 
ing. Mr. Kinman will continue his connection with the Spokane classes of 
the Western Institute of Accountancy, Commerce and Finance. 








